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PART1
Item 1. Business
General Overview

Finlay Enterprises, Inc., a Delaware corporation (the *Company”, the “Registrant”, “we”, “us” and
“our”), conducts business through its wholly-owned subsidiary, Finlay Fine Jewelry Corporation, a
Delaware corporation, and its wholly-owned subsidiaries (“Finlay Jewelry™). References to “Finlay”
mean, collectively, the Company and Finlay Jewelry. All references herein to “departments” refer to fine
jewelry departments operated pursuant to license agreements with host stores and all references herein to

“stand-alone jewelry stores™ refer to our specialty jewelry stores.

Description of the Business

We manage our operations under two business segments: Licensed Department Store Based Fine
Jewelry Departments and Stand-Alone Specialty Jewelry Stores, which consists of Bailey Banks &
Biddle, Carlyle and Congress stores, as defined below. As of February 2, 2008, we operated a total of
793 locations, including 687 Finlay departments in ten host store groups in 40 states and the District of
Columbia, as well as 106 stand-alone jewelry stores operating as 69 Bailey Banks & Biddle stores in 24
states, 32 Carlyle stores in nine states and five Congress stores located in southwest Florida.

We are one of the leading retailers of fine jewelry in the Unitecd States. We operate licensed fine
jewelry departments in major department stores for retailers such as Macy’s, Inc. (“*Macy’s”) formerly
known as Federated Department Stores, Inc., The Bon-Ton Stores, Inc. (the “Bon-Ton”) and Dillard’s,
Inc. (“Dillard’s™). We sell a broad selection of moderately priced fine jewelry, including necklaces,
earrings, bracelets, rings and watches, and market these items principally as fashion accessories with an
average sales price of approximately $272 per item.

In November 2007, Finlay Jewelry completed its acquisition of substantially all of the assets and
specified liabilities of the Bailey Banks & Biddle division of Zale Corporation, a chain of 70 stand-alone
retail stores with a focus on the luxury market, offering jewelry and watches under high-end name brands,
with an average selling price of approximately $1,200 per item and an average store size of approximately
3,950 square feet. With the November 2007 acquisition of Bailey Banks & Biddle, we will have a
significantly larger portion of our business dedicated to the high-end sector, The Bailey Banks & Biddle
stand-alone jewelry stores provide us with a national presence in addition to further diversifying our
revenue stream between the department store based fine jewelry business and the stand-alone jewelry
store business.

For over 175 years, Bailey Banks & Biddle has combined classic jewelry with contemporary
designs, offering a compelling shopping environment for the high-end luxury consumer. Bailey Banks &
Biddle stores are among the preeminent jewelers in their markets. They carry both exclusive and
recognized branded and designer merchandise selections to appeal to the more affluent customer. The
Bailey Banks & Biddle merchandise assortments focus on diamonds, precious gemstones, gold and
branded designer jewelry, which is complemented by an extensive assortment of prestige watch brands
and giftware.

In conjunction with the Bailey Banks & Biddle acquisition, Finlay Jewelry’s revolving credit
agreement with General Electric Capital Corporation (“G.E. Capital”) and certain other lenders was
amended and restated (the “Revolving Credit Agreement™) in November 2007. The Revolving Credit
Agreement, which matures in November 2012, provides Finlay Jewelry with a senior secured revolving
line of credit up to $550.0 million (the “Revolving Credit Facility™).




In November 2006, Finlay Jewelry completed the acquisition of L. Congress, Inc. (“Congress™), a
privately-owned regional chain of five jewelry stores located in southwest Florida, with annual sales of
approximately $23.0 million in 2007 and a focus on the luxury market. The average sales price per item
was $1,800 in 2007 with an average store size of approximately 4,000 square feet.

In May 2005, Finlay Jewelry completed the acquisition of Carlyle & Co. Jewelers (“Carlyle”).
Carlyle currently operates 32 specialty jewelry stores located primarily in the southeastern United States
under the Carlyle & Co., J.E. Caldwell & Co. and Park Promenade trade names, which sell luxury priced
jewelry with an average sales price of approximately $1,200 per item. The Carlyle stores are principally
located in shopping malls and lifestyle centers and focus on the designer and high-end jewelry markets.
Average sales per store were $3.2 million in 2007 and the average size of a store is approximately 2,100
square feet. Carlyle generated sales of approximately $103.4 million in 2007.

In 2007, our department store based fine jewelry sales comprised 73% of our total sales. Our largest
host store relationship is with Macy’s, for which we have operated departments since 1983. As a result of
Macy’s corporate restructuring initiatives, 194 departments were either divested or phased into existing
Macy’s divisions in 2006. Total sales generated from these departments in 2006 were approximately
$105.9 million. Macy’s announced further corporate restructuring initiatives in February 2008, which will
result in the loss of 94 departments at the end of 2008. Total sales generated from these departments in
2007 were approximately $120.0 million. In March 2008, Macy's signed a two-year extension of Finlay
Jewelry’s license agreement through Januvary 29, 2011, for Macy’s Central, the newly-merged divisions of
Macy's Midwest and Macy’s South, which will consist of 222 departments. The agreement has no impact
on the Bloomingdale’s division whose license agreement covering 34 departments, currently runs through
January 30, 2010. As of February 2, 2008, we operated a total of 350 departments in five of Macy’s eight
divisions (including Bloomingdale’s) which accounted for $438.6 million or 52% of our total sales in
2007. We expect that Macy’s will comprise approximatety 43% and 36% of our total sales over the next
two years (after factoring in projected full year results for Bailey Banks & Biddle and the loss of the two
Macy’s groups in 2009).

In October 2006, Macy’s sold its Lord & Taylor division to NRDC Equity Partners LLC (“NRDC”).
In February 2008, we received notification from NRDC that Finlay Jewelry’s license agreement would
not be renewed upon expiration on January 31, 2009, and Finlay Jewelry will close a total of 47 Lord &
Taylor departments at the end of 2008. In 2007, the Lord & Taylor departments generated approximately
$44.0 million in sales.

In May 2006, the Company announced that Belk, Inc. (“Belk™) would not renew Finlay Jewelry’s
license agreement due to Belk’s acquisition of a privately-held company that licensed fine jewelry
departments in certain of the Belk stores. The termination of the license agreement, effective at the end of
2006, resuited in the closure of 75 departments. In 2006, we generated sales of approximately $51.9
million from the Belk departments. Further, as a result of Belk’s acquisition of Parisian from Saks
Incorporated (“Saks”) in October 2006, 33 Parisian departments closed in July 2007. In 2007 and 2006,
we generated sales of approximately $9.8 million and $22.8 million, respectively, from our Parisian
departments.

Finlay Jewelry was initially incorporated on August 2, 1985 as SL Holdings Corporation (“SL
Holdings™), and the Company was incorporated on November 22, 1988. In connection with a
reorganization transaction in 1988, SL Holdings changed its name to Finlay Fine Jewelry Corporation and
became a wholly-owned subsidiary of the Company. Additionally, in connection with the Carlyle and
Congress acquisitions, each became a wholly-owned subsidiary of Finlay Jewelry. Upon acquisition,
Bailey Banks & Biddle became an unincorporated division of Finlay Jewelry. We are a holding company
and have no operations of our own. Qur primary asset is the common stock of Finlay Jewelry, which
conducts all of our operations. Our principal executive offices are located at 529 Fifth Avenue, New
York, New York 10017 and our telephone number at this address is (212) 808-2800.




Our fiscal year ends on the Saturday closest to January 31. References to 2008, 2007, 2006, 2005,
2004 and 2003 relate to the fiscal years ending or ended on January 31, 2009, February 2, 2008, February
3, 2007, January 28, 2006, January 29, 2005 and January 31, 2004, respectively. Each of the fiscal years
includes 52 weeks except 2006, which includes 53 weeks.

Overview of Operations

Licensed Department Store Based Fine Jewelry Departments. In connection with our licensed fine
Jjewelry departments operation, we sell a broad selection of moderately priced fine jewelry, including
necklaces, earrings, bracelets, rings and watches, and market these items principally as fashion
accessories with an average sales price of approximately $272 per item.

Host stores benefit from outsourcing the operation of their fine jewelry departments. By engaging us,
host stores gain specialized managerial, merchandising, selling, marketing, inventory control and security
expertise. Additionally, by avoiding the high working capital investment typically required of the jewelry
business, host stores improve their return on investment and can potentially increase their profitability.

As a licensee, we benefit from the host stores’ reputation, customer traffic, advertising, credit services
and established customer base. We also avoid the substantial capital investment in fixed assets typical of
stand-alone retail formats. These factors have generally enabled our new departments to achieve
profitability within their first twelve months of operation. We further benefit because net sales proceeds
are generally remitted to us by each host store on a monthly basis with essentially all customer credit risk
borne by the host store.

We have established separate group service organizations responsible for managing departments
operated for each host store. Staffing for each group service organization varies with the number of
departments in each group. Typically, we service each host store group with a group manager, an assistant
group manager or director of stores, one merchandise manager, one operations manager, one human
resources manager, three or more regional supervisors who oversee the individua! department managers
and a number of clerical employees. Each group manager reports to one of two regional vice presidents.

As a result of our strong relationships with our vendors, our management believes that our working
capital requirements are lower than those of many other jewelry retailers. At the end of 2007,
approximately 25% of our merchandise was held on consignment. The use of consignment merchandise
also reduces our inventory exposure to changing fashion trends because unsold consigned merchandise
can be returned to the vendor.

Most of our departments have between 50 and 150 linear feet of display cases (with an average of
approximately 80 linear feet) generally located in high traffic areas on the main floor of our host stores.
Each department is supervised by a manager whose primary duties include customer sales and service,
scheduling and training of personnel, maintaining security controls and merchandise presentation. Each
department is open for business during the same hours as its host store.

We had average sales per linear foot of approximately $11,000 over the past three years. We
determine average sales per linear foot by dividing our sales by the aggregate estimated measurements of
the outer perimeters of the display cases of our departments. We had average sales per department of
approximately $891,000, $928,000 and $924,000 in 2007, 2006 and 2005, respectively.

Stand-Alone Specialty Jewelry Stores. Our stand-alone jewelry stores, comprised of Bailey Banks &
Biddle, Carlyle and Congress, are luxury jewelry stores offering compelling shopping environments for
the high-end consumer. Our stand-alone jewelry stores carry exclusive and recognized branded and
designer merchandise selections and merchandise assortments with a focus on watches, gold, designer
Jewelry, diamonds and precious gemstones, complemented by an assortment of giftware.




Our stores strive to provide their customers with a premier shopping experience by utilizing
knowledgeable, professional and well-trained sales associates, marketing programs designed to promote
customer awareness of their merchandise assortments and extending credit to their customers through
their credit card programs.

Advertising. With respect to our licensed department store based fine jewelry business, we promote
our products primarily through four-color direct mail catalogs using targeted mailing lists developed by
our host stores, and newspaper advertising. We maintain an in-house advertising staff responsible for
preparing the majority of our advertisements and for coordinating the finished advertisements with our
host stores. We also participate in the majority of our host stores’ promotional activities including direct
mail postcards and coupons. The majority of our license agreements require us to expend certain specified
minimum percentages of the respective department’s annual sales on advertising and promotional
activities. With respect to our stand-alone jewelry stores, products are promoted through direct mail,
outdoor and regional print advertising and sponsorships.

Inventory Loss Prevention and Insurance. We undertake substantial efforts to safeguard our
merchandise from loss or theft, including the installation of safes and lockboxes at each location and the
taking of a daily diamond inventory count. Additionally, with respect to our stand-alone jewelry stores,
each store has a sophisticated security system in place. During 2007, inventory shrinkage amounted to
approximately 0.4% of sales. We maintain insurance covering the risk of loss of merchandise in transit or
on our premises (whether owned or on consignment) in amounts that management believes are reasonable
and adequate for the types and amounts of merchandise we offer for sale.

Industry

Consumers spent approximately $65.0 billion on jewelry (including both fine and costume jewelry) in
the United States in 2007, an increase of approximately $24.0 billion over 1997, according to the United
States Department of Commerce. Our management believes that greater disposable income in the United
States population in general has contributed to the growth of the fine jewelry retailing industry. Our
management also believes that jewelry consumers today increasingly perceive fine jewelry as a fashion
accessory, resulting in purchases which augment our gift and special occasion sales.

Competition

We face competition for retail jewelry sales from national and regional jewelry chains, other
department stores in which we do not operate fine jewelry departments, local independently owned
Jjewelry stores, specialty stores, mass merchandisers, catalog showrooms, discounters, direct mail
suppliers, televised home shopping and internet merchants. Qur management believes that competition in
the retail jewelry industry is based primarily on quality, fashion appeal and perceived value of the product
offered and on the reputation, integrity and service of the retailer.

Strategies

Growth Strategy. We intend to continue to pursue the following key initiatives to increase sales and
earnings;

e Increase Comparable Store Sales in our Licensed Departments and Stand-Alone Specialty
Jewelry Stores. Increasing comparable store sales (sales from locations open for the same months
during the comparable period) is part of our long-tera growth plan. In our department store based
fine jewelry departments, our merchandising and marketing strategy includes emphasizing key
merchandise items, increasing focus on holiday and event-driven promotions, participating in host
store marketing programs and positioning our departments as “destination locations” for fine
jewelry. Over the past decade, we have generally experienced comparable store sales increases and
have consistently outperformed our host store groups with respect to these increases.
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Open New Channels of Distribution. An important initiative and focus of management is
developing opportunities for our growth. We consider it a high priority to identify new businesses,
such as additional regional jewelry chains that offer growth, financial viability and manageability
that will have a positive impact on shareholder value.

Add New Stand-Alone Specialty Jewelry Stores. Opening new stand-alone specialty stores is
part of our long-term growth plan. In November 2007, Finlay Jewelry completed its acquisition of
substantially all of the assets and specified liabilities of the Bailey Banks & Biddle division of Zale
Corporation, a chain of 70 stand-alone retail stores in 24 states with a focus on the luxury market,
offering jewelry and watches under high-end name brands. In 2008, we plan on opening four
Carlyle stores and two Bailey Banks & Biddle stores.

Improve Operating Leverage. We seek to continue to leverage expenses both by increasing sales
at a faster rate than expenses and by reducing our current level of certain operating expenses. For
example, we have demonstrated that by increasing the selling space (with host store approval) of
certain high volume departments, incremental sales can be achieved without having to incur
proportionate increases in selling and administrative expenses. In addition, our management
believes we will benefit from further investments in technology and refinements of operating
procedures designed to allow our sales associates more time for customer sales and service. Our
merchandising and inventory control systems and our point-of-sale systems for our locations
provide the foundation for improved productivity and expense control initiatives. Further, our
central distribution facilities enhance our ability to optimize the flow of merchandise to selling
locations and to reduce payroll and freight costs.

Enhance Customer Service Standards and Strengthen Selling Teams. We are continuously
developing and evaluating our selling teams. One of our priorities is to effectively manage
personnel at our store locations, as they are the talent driving our business at the critical point of
sale. We place strong emphasis on training and customer service. We have expanded our interactive,
web-based training programs in recent years to provide our associates with a uniform training
experience. In order to further our goals of optimizing service levels and driving sales growth, we
provide incentives to our sales associates in the form of performance-based compensation and
recognition.




Merchandising Strategy. In our licensed department store based fine jewelry departments, we seek
to maximize sales and profitability through a unique merchandising strategy known as the “Finlay
Triangle”, which integrates store management (including host store management and our store group
management), vendors and our central office. By coordinating efforts and sharing access to information,
each Finlay Triangle participant plays a role which emphasizes its area of expertise in the merchandising
process, thereby increasing productivity. Our advertising initiatives and promotional planning are closely
coordinated with both host store management and our store group management to ensure the effective use
of our marketing programs. Vendors participate in the decision-making process with respect to
merchandise assortment, including the testing of new products, marketing, advertising and stock levels. In
this way, opportunities are created for the vendor to assist in identifying fashion trends thereby improving
inventory turnover and profitability, both for the vendor and us. As a result, our management believes it
capitalizes on economies of scale by centralizing certain activities, such as vendor selection, advertising
and planning, while allowing store management the flexibility to implement merchandising programs
tailored to the host store environments and clientele.

The Finlay Triangle

FINLAY
MERCHANDISING
TEAM

— STORE
VENDORS — MANAGEMENT

We have structured our relationships with vendors to encourage sharing of responsibility for
marketing and merchandise management. We furnish to vendors, through on-line access to our
information systems, the same sales, stock and gross margin information that is available to our store
group management and central office for each of the vendor’s styles in our merchandise assortment.
Using this information, vendors are able to participate in decisions to replenish inventory which has been
sold and to return or exchange slower-moving merchandise. Our management believes that the access and
input which vendors have in the merchandising process results in a better assortment, more timely
replenishment, higher tumover and higher sales of inventory.

Since many of the host store groups in which we operate differ in fashion image and customer
demographics, our flexible approach to merchandising is designed to complement each host store’s own
merchandising philosophy. We emphasize a “fashion accessory” approach to fine jewelry and watches,
and seek to provide items that coordinate with the host store’s fashion focus as well as to maintain stocks
of traditional and gift merchandise.

The merchandising strategy for our stand-alone jewelry stores is built around their customer profiles
and partnerships with suppliers. Through analysis of customer demographics, fashion trends, industry
trends and vendor and store management recommendations, we seek to maximize sales and profitability
by merchandising to the customer tastes within the geographic areas in which the stores operate.




Store Relationships

Department Store Based Fine Jewelry Relationships. The following table identifies the host store
groups in which we operated department store based fine jewelry departments at February 2, 2008, the
year in which our relationship with each host store group commenced and the number of departments
operated by us in each host store group.

Inception of Number of
Host Store Group Relationship Departments
Macy's
MECY’S SOULN ...ttt ettt et st rect et ernes e et eb st rmeassermes s rasaebentssseen 1983 123
Macy’s Midwest ........ 1692* 99
Macy’s Northwest (1 1993 37
Macy's North (1) ..... 1997+ 57
Subtotal Macy's 316
Bloomingdale’s.........cccocovvennnne 2000 M
Total Macy's Depanments 350
Bon-Ton
The Bon-Tor/EIder=Beerman. ... ...cccovcciierccorvmmniisssissiesseeee s eesssessasssarssressns 1986 78
Carson Pirie Scott/Bergner’s/Boston Store/Younkers/Herberger's ._. 1977 8s
Total Bon-Ton DEPartMents ...........cuviereeeneomie i sisirsssisies st ieeeeeecerassarssssns 163
Other Departments
GOSCRAIKS ...ttt sn e eees e 1969 38
Lord & Tavlor (1) 1978* 47
Dillard’s.......o.oeiiercreennns 1997 89
Total Other Departments... 174
TOtal DEPAMIMENTS.......cocvvtimiriicrteriresiasies e sersan st st iees e e s es s ssssssbesenas s 687

* Represents the year in which our relationship began with the host store group previously owned by May.
(1) Finlay Jewelry will close 94 Macy’s departments and 47 Lord & Taylor departments at the end of 2008.

Terms of Department Store Based Fine Jewelry License Agreements. Our license agreements
typically have an initial term of one to five years. All of our license agreements contain provisions for
automatic renewal absent prior notice of termination by either party. License agreement renewals range
from one to five year periods. In exchange for the right to operate a department within the host store, we
pay each host store group a license fee, calculated as a percentage of sales.

Our license agreements typically require host stores to remit sales proceeds for each month (without
regard to whether such sales were cash, store credit or national credit card) to us approximately three
weeks after the end of such month. Additionally, substantially all of our license agreements provide for
accelerated payments during the months of November and December, which require the host store groups
to remit to us 75% of the estimated months’ sales prior to or shortly following the end of each such
month. Each host store group withholds from the remittance of sales proceeds a license fee and other
expenditures, such as advertising costs, which the host store group may have incurred on our behalf.

We are usually responsible for providing and maintaining any fixtures and other equipment necessary
to operate our departments, while the host store is typically required to provide clean space for installation
of any necessary fixtures. The host store is generally responsible for paying utility costs (except certain
telephone charges), maintenance and certain other expenses associated with the operation of the
departments. Our license agreements typically provide that we are responsible for the hiring (subject to
the suitability of such employees to the host store) and discharge of our sales and department supervisory
personnel, and substantially all license agreements require us to provide our employees with salaries and
certain benefits comparable to those received by the host store’s employees. Many of our license
agreements provide that we may operate the departments in any new stores opened by the host store
group. In certain instances, we are operating departments without written agreements, although the
arrangements in respect of such departments are generally in accordance with the terms described herein.




Credit. In the department store based fine jewelry departments, substantially all consumer credit risk
is borne by the host store rather than by us. Purchasers of our merchandise at a host store are entitled to
the use of the host store’s credit facilities on the same basis as all of the host store’s customers, Payment
of credit card or check transactions is generally guaranteed to us by the host store, provided that the
proper credit approvals have been obtained in accordance with the host store’s policy. Accordingly,
payment to us in respect of our sales proceeds is generally not dependent on when, or if, payment is
received by the host store.

Our stand-alone jewelry stores maintain private label credit card programs that are managed by third-
parties. We have no liability to the card issuer for bad debt expense, provided that purchases are made in
accordance with the issuing banks’ procedures. Our stand-alone jewelry stores’ credit programs are
intended to complement their overall merchandising and marketing strategy by encouraging larger and
more frequent sales and by offering credit card holders special offers and advance notice of in-store sales
events. During 2007, such private labet credit card purchases accounted for approximately 27% of our
stand-alone store sales.

Locations Opened/Closed. During 2007, location openings offset by closings resulted in a net
increase of 35 locations. The openings, which totaled 86 locations, included 15 Finlay departments
within existing host store groups, and 71 specialty jewelry stores primarily as a result of the acquisition of
Bailey Banks & Biddle in November 2007. The closings totaled 51 locations, including 48 Finlay
departments and three specialty jewelry stores. See “Management’s Discussion and Analysis of Financial
Condition and Results of Operations-2007 Compared with 2006™.

The following table sets forth data regarding the number of locations which we have operated from
the beginning of 2003.

Fiscal Year Ended

Feb. 2, Feb. 3, Jan. 28, Jan. 29, Jan. 31,

2008 2007 2006 2005 2004
Locations: .
Open at beginning of year ........ocovvvinneeveniieninnns 758 1,009 962 972 1,011
Opened during Year ......ouvvevieeieeiees et 86 33 62 28 32
Closed dUIINE YEAE ..ot e i (51) (284) (15) (38) (71)
Open at end of Year ... 793 758 1.009 962 972
Net increase (decrease).....ccovrmerrrorensenimsnnininesnsins 35 (251) 47 (10} {39)

This data has not been restated to exclude discontinued operations. Refer to “Selected Consolidated
Financial Data” which provides the number of locations at each year end, as restated for discontinued
operations. For the years presented in the table above, closings were primarily attributable to: ownership
changes in host store groups; internal consolidation within host store groups; the closing or sale by host
store groups of individual stores; host store group decisions to consolidate with one licensee or to operate
departments themselves; and our decision to close unprofitable locations. To our management’s
knowledge, none of the department closings during the periods presented in the table above resulted from
dissatisfaction of a host store group with our performance.

Products and Pricing

Each of our locations offers a broad selection of necklaces, earrings, bracelets, rings and watches.
Other than watches, substantially all of the fine jewelry items sold by us are made from precious metals
and many also contain diamonds or colored gemstones. We also provide jewelry and watch repair
services. We do not carry costume or gold-filled jewelry. Specific brand identification is generally not
important within the fine jewelry business, except for watches and designer jewelry, The department store
based fine jewelry departments emphasize brand name vendors, including Citizen, Bulova, Movado and
Seiko with respect to watches. The Bloomingdale’s store group emphasizes designer jewelry including
David Yurman, John Hardy, Phillipe Charriol, Roberto Coin and Judith Ripka. The stand-alone jewelry
stores emphasize designer jewelry and, for the Carlyle and Congress stores, the Rolex brand.
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The department store based fine jewelry departments sell merchandise at prices generally ranging
from $100 to $1,000. In 2007, the average price of items sold by these departments was approximately
$272 per item. An average department has over 5,000 items in stock. Many of our license agreements
with host store groups restrict us from selling certain types of merchandise or, in some cases, selling
particular merchandise below certain price points. In 2007, the average price of items sold by our stand-
alone jewelry stores was approximately $1,300, with these stores carrying, on average, approximately
3,000 to 4,000 items in stock.

Consistent with fine jewelry retailing in general, a substantial portion of our department store based
fine jewelry sales are made at prices discounted from listed retail prices. Our advertising and promotional
planning are closely coordinated with our host store’s marketing efforts. A substantiai portion of our sales
occur during publicized sales events. The amount of time during which merchandise may be offered at
discount prices is limited by applicable laws and regulations. See “Legal Proceedings”.

Purchasing and Inventory

A key element of our strategy has been to lower the working capital investment required for operating
our existing locations and opening new locations. At the end of 2007, our net investment in inventory
(i.e., the total cost of inventory owned and paid for) was approximately 64% of the total cost of our on-
hand merchandise. At the end of 2007, approximately 25% of our merchandise was held on consignment
and certain additional inventory had been purchased with extended payment terms. We are generally
granted exchange privileges which permit us to return or exchange unsold merchandise for new products
at any time. In addition, we structure our relationships with vendors to encourage their participation in
and responsibility for merchandise management. By making the vendor a participant in our
merchandising strategy, we create opportunities for the vendor to assist in identifying fashion trends,
thereby improving inventory turnover and profitability. As a result, our direct capital investment in
inventory is at a level which we believe is low for the retail jewelry industry. In addition, this strategy
reduces our inventory exposure to changing fashion trends because unsold consignment merchandise can
be returned to the vendor.

In 2007, approximately 43.3% of sales were generated by merchandise obtained from our ten largest
vendors and approximately 6.7% of sales were generated by merchandise obtained from our largest
vendor.

Personnel and Training

We consider our employees an important component of our operations and devote substantial
resources to training and improving the quality of sales and management personnel.

As of the end of 2007, we regularly employed approximately 7,300 people of which approximately
95% were regional and local sales and supervisory personnel with the balance employed in administrative
or executive capacities. Of our 7,300 employees, a substantial number are part-time employees, working
less than 32 hours per week. Our labor requirements fluctuate because of the seasonal nature of our
business. Our management believes that relations with our employees are good. Less than 1% of our
employees are unionized.

Seasonality

Our business is subject to substantial seasonal variations. Historically, we have realized a significant
portion of our sales, cash flow and net income in the fourth quarter of the year principally due to sales
from the holiday season. We expect that this general pattern will continue. Our results of operations may
also fluctuate significantly as a result of a variety of other factors, including the timing of new location
openings and location closings.




Management Information and Inventory Control Systems

We use our management information systems to monitor sales, gross margin and inventory
performance by location, merchandise category, style number and vendor. Using this information, we are
able to monitor merchandise trends and variances in performance and improve the efficiency of our
inventory management. Our merchandising and inventory control systems and point-of-sale systems have
provided improved analysis and reporting capabilities. Additionally, we measure the productivity of our
sales force by maintaining current statistics for each employee such as sales per hour, transactions per
hour and transaction size.

Available Information

Our internet address is www.finlayenterprises.com. We make available free of charge on this Web
site (under “SEC Filings”) our annual report on Form 10-K, quarterly reports on Form 10-Q and current
reports on Form 8-K, and amendments to those reports filed or furnished pursuant to Section 13(a) or
15(b) of the Securities Exchange Act of 1934 (the “Exchange Act”), as soon as reasonably practicable
after we electronically file such material with, or furnish it to, the Securities and Exchange Commission
(the “Commission™).

In addition, we provide, at no cost, paper or electronic copies of our reports and other filings made
with the Commission. Requests should be directed to the Corporate Secretary at:

Finlay Enterprises, Inc.
529 Fifth Avenue
New York, NY 10017 - 4649

Our corporate governance guidelines and the charters for our Audit Committee, Nominating and
Corporate Governance Committee and Compensation Committee may also be found on our Web site at
www.finlayenterprises.com under “Governance™. In addition, our Web site contains our Codes of Ethics,
which apply to our directors, officers and employees.

The information on the Web site listed above is not and should not be considered part of this annual
report on Form 10-K and is not incorporated by reference in this document. This Web site is only
intended to be an inactive textual reference.




Item 1A. Risk Factors

Forward-Looking Information and Risk Factors that May Affect Future Results

Set forth below are certain important risks and uncertainties that could adversely affect our results of
operations or financial condition and cause our actual results to differ materially from those expressed in
the forward-looking statements made by us. See “Special Note Regarding Forward-Looking Statements”
in Item 7 for additional risk factors.

The loss of our relationship with Macy’s, or significant store closures by our host store groups,
would materially adversely affect our business.

We operate licensed fine jewelry departments in major department stores and, as such, our business is
substantially dependent on our relationships with our host store groups, especially Macy’s. A decision by
Macy’s, or certain of our other host store groups, to terminate existing relationships, transfer the operation
of some or all of their departments to a competitor, assume the operation of those departments
themselves, or close a significant number of stores, would have a material adverse effect on our business
and financial condition.

In 2007, our department store based fine jewelry sales constituted 73% of our total sales, and
approximately 52% of our total sales were generated by departments operated in store groups owned by
Macy’s. As of February 2, 2008, we operated a total of 350 departments in five of Macy’s eight divisions.
In February 2008, Macy’s announced corporate restructuring initiatives impacting three divisional
changes including the consolidation of Macy's North into Macy's East, Macy's Northwest into Macy's
West, and Macy's Midwest into Macy's South. The consolidation of Macy's North as well as that of
Macy's Northwest, will result in the non-renewal of license agreements with Finlay Jewelry and the loss
of 57 departments and 37 departments, respectively. In March 2008, Macy's signed a two-year extension
of Finlay Jewelry’s license agreement for Macy’s Central (the newly-merged division of Macy's Midwest
and Macy's South), which consists of 222 departments, through January 29, 2011. In 2007, the Macy's
North and Macy's Northwest locations generated approximately $120.0 million in combined revenue for
Finlay. The total revenue generated from all of the Macy's locations (including Bloomingdale’s) in 2007
was approximately $438.6 million.

In February 2008, we received notification from NRDC that Finlay Jewelry’s license agreement for
Lord & Taylor would not be renewed upon its expiration on January 31, 2009. Finlay Jewelry will close a
total of 47 Lord & Taylor departments at the end of 2008. In 2007, the Lord & Taylor departments
generated approximately $44.0 million in sales.

In May 2006, the Company announced that Belk would not renew Finlay Jewelry’s license
agreement due to Belk’s acquisition of a privately-held company that licensed fine jewelry
departments in certain of the Belk stores. The termination of the license agreement, effective at
the end of 2006, resulted in the closure of 75 departments. In 2006, we generated sales of
approximately $51.9 million from the Belk departments. Further, in October 2006, Belk acquired
Parisian from Saks. We operated 33 Parisian departments through August 4, 2007. In 2007 and

2006, we generated sales of approximately $9.8 million and $22.8 million, respectively, from our
Parisian departments.

We may not be able to successfully expand our business or increase the number of departments we
operate.

A significant portion of our historical growth in sales and income from operations has resulted from
our ability to obtain licenses to operate departments in new host store groups and the addition of new
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departments in existing host store groups. We cannot predict the number of departments we will operate
in the future.

The seasonality of the retail jewelry business makes our profitability substantially dependent on
our fourth quarter resulls.

Our business is highly seasonal, with a significant portion of our sales and income from operations
generated during the fourth quarter of each year, which includes the year-end holiday season. We have
typically experienced net losses in the first three quarters of our fiscal year. During these periods,
working capital requirements have been funded by borrowings under our Revolving Credit Agreement.
This pattern is expected to continue. A substantial decrease in sales during the fourth quarter, whether
resulting from adverse weather conditions, natural disasters, supply chain problems or any other cause,
would have a material adverse effect on our profitability and our financial condition.

Our locations are heavily dependent on customer traffic and the continued popularity of our host
stores and malis.

The success of our licensed fine jewelry departments depends, in part, on the ability of host stores to
generate customer traffic in their stores, and the continuing popularity of malls and department stores as
shopping destinations. Customer traffic, sales volume and earnings may be adversely affected by
economic slowdowns or adverse weather conditions in a particular geographic area, the closing of anchor
tenants, or competition from retailers such as discount and mass merchandise stores and other department
and specialty jewelry stores where we do not have locations.

We may not be able to successfully identify, finance, integrate or make acquisitions outside of the
licensed jewelry department business.

We may from time to time examine opportunities to acquire or invest in companies or businesses that
complement our existing core business, such as the acquisition of Bailey Banks & Biddle in November
2007, Congress in November 2006 and Carlyle in May 2005. There can be no assurance that these
acquisitions or any other future acquisitions by us will be successful or improve our operating results. In
addition, our ability to complete acquisitions will depend on the availability of both suitable target
businesses and acceptable financing. Any acquisitions may result in a potentially dilutive issuance of
additional equity securities, the incurrence of additional debt or increased working capital requirements.
Such acquisitions could involve numerous additional risks, including difficulties in the assimilation of the
operations, products, services and personne! of any acquired company, diversion of our management's
attention from other business concerns, and expansion into new businesses with which we may have no
prior experience.

Our substantial debt and the terms of our debt instruments could adversely affect our business.

We currently have a significant amount of debt. As of February 2, 2008, we had $200.0 million of
debt outstanding under our 8 3/8% Senior Notes due June 1, 2012 (the “Senior Notes™). Additionally, at
February 2, 2008, borrowings under the Revolving Credit Agreement were $224.2 million and we had
letters of credit outstanding totaling $6.2 million under our Revolving Credit Facility. During 2007, our
average revolver balance was $146.7 million and we peaked in usage at $368.2 million, at which point the
available borrowings were an additional $81.4 million. The excess availability was in addition to the
$30.0 million minimum availability that we are required to maintain. Our high leverage could make us
more vulnerable to general changes in the economy.
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Our profitability depends, in part, upon our ability to continue to obtain substantial amounts of
merchandise on consignment.

The willingness of vendors to enter into consignment arrangements may vary substantially from time
to time based on a number of factors, including the type of merchandise involved, the vendors’ financial
resources, interest rates, availability of financing, fluctuations in gem and gold prices, inflation, our
financial condition and a number of other economic or competitive conditions in the jewelry business or
generally.

A decline in discretionary consumer spending may adversely affect our industry, our operations
and our profitability.

Luxury products, such as fine jewelry, are discretionary purchases for consumers. Any reduction in
consumer discretionary spending or disposable income may affect our industry more significantly than
other industries. Many economic factors outside of our control could affect consumer discretionary
spending, including the financial markets, consumer credit availability, prevailing interest rates, energy
costs, employment levels, salary levels and tax rates. Any reduction in discretionary consumer spending
could materially adversely affect our business and financial condition, especially if such changes were to
occur in the fourth quarter of our fiscal year.

Volatility in the availability and cost of precious metals and precious and semi-precious stones
could adversely affect our business.

The jewelry industry in general is affected by fluctuations in the prices of precious metals and precious
and semi-precious stones. The availability and prices of gold, diamonds and other precious metals and
precious and semi-precious stones may be influenced by cartels, political instability in exporting countries
and inflation. Shortages of these materials or sharp changes in their prices could have a material adverse
effect on our results of operations or financial condition. A significant change in prices of key
commodities, including gold and diamonds, could adversely affect our business by reducing operating
margins and impacting consumer demand if retail prices are increased significantly. Moreover, human
rights issues in countries exporting diamonds and other precious gemstones may affect consumer demand
for these products.

The rerail jewelry business is highly competitive.

We face competition for retail jewelry sales from national and regional jewelry chains, other
department stores in which we do not operate the fine jewelry departments, local independently owned
Jewelry stores, specialty stores, mass merchandisers, catalog showrooms, discounters, direct mail
suppliers, internet merchants and televised home shopping. Some of our competitors are substantially
larger and have greater financial resources than us. Competition may result in price pressure, reduced
gross margins and loss of market share, any of which could substantially harm our business and results of
operations.

We may not be able to collect proceeds from our host stores,

Our license agreements typically require the host stores to remit the net sales proceeds for each month
to us approximately three weeks after the end of such month. However, we cannot assure you that we
will timely collect the net sales proceeds due to us from our host stores. If one or more host stores fail to
remit the net sales proceeds for a substantial period of time or during the fourth quarter of our fiscal year
due to financial instability, insolvency or otherwise, this could have a material adverse impact on our
liquidity.




We are dependent on several key vendors and other suppliers.

In 2007, approximately 43.3% of sales were generated by merchandise obtained from our ten largest
vendors, and approximately 6.7% of sales were generated by merchandise obtained from our largest
vendor. There can be no assurance that we can identify, on a timely basis, alternate sources of
merchandise supply in the case of an abrupt loss of any of our significant suppliers. Additionally, we
receive allowances from our vendors through a variety of programs and arrangements, including
cooperative advertising. A significant reduction in the collection of such allowances may negatively
impact our future gross margins and/or increase future selling, general and administrative expenses
(“SG&A™), and may reduce future net income,

Our success depends on our ability to identify and rapidly respond to fashion trends.

The jewelry industry is subject to rapidly changing fashion trends and shifting consumer demands.
Accordingly, our success depends on the priority that our target customers place on fashion and our
ability to anticipate, identify and capitalize upon emerging fashion trends. If we misjudge fashion trends
and are unable to adjust our product offerings in a timely manner, our net sales may decline or fail to meet
expectations and any excessive inventory may need to be sold at lower prices.

We could be materially adversely affected if our distribution operations are disrupted.

In the event that our distribution facilities were to shut down or otherwise become inoperable or
inaccessible for any reason, we could incur higher costs and longer lead times to distribute merchandise to
our stores during the time it takes to reopen or replace the affected facility.

We are heavily dependent on our management information systems and our ability to maintain and
upgrade these systems from time to time.

The efficient operation of our business is heavily dependent on our management information systems.
In particular, we rely on our inventory and merchandising control systems, which allow us to make better
decisions in the allocation and distribution of our merchandise. Our business and operations could be
materially and adversely affected if our systems were inoperable or inaccessible or if we were not able,
for any reason, to successfully restore our systems and fully execute our disaster recovery plan.

From time to time, we improve and upgrade our management information systems. If we are unable to
maintain and upgrade our systems or to integrate new and updated systems in an efficient and timely
manner, our business and results of operations could be materially and adversely affected.

We depend on key personnel.

Our success depends to a significant extent upon our ability to retain key personnel, particularly Arthur
E. Reiner, our Chairman and Chief Executive Officer. The loss of Mr. Reiner’s services or those of our
current members of senior management, or our failure to attract talented new employees, could have a
material adverse effect on our business.

The terms of our debt instruments and other obligations impose financial and operating restrictions.

The Revolving Credit Agreement and the indenture relating to the Senior Notes contain restrictive
covenants that will limit our ability to engage in activities that may be in our long-term best interests.
These covenants include limitations on, or relating to, liens, indebtedness, investments, mergers,
acquisitions, affiliated transactions, management compensation and the payment of dividends and other
restricted payments. As of February 2, 2008, we are in compliance with all of our covenants.




The future impact of legal and regulatory issues is unknown.

Our business is subject to government laws and regulations including, but not limited to, employment
laws and regulations, state advertising regulations, quality standards imposed by federal law, and other
laws and regulations. A violation or change of these laws could have a material adverse effect on our
business, financial condition and results of operations. In addition, the future impact of litigation arising
in the ordinary course of business may have an adverse effect on our financial results or reputation.

Our stand-alone jewelry store business could be adversely affected if it is unable to successfully
negotiate favorable lease terms.

All of our stand-alone stores are leased with most having a term of ten years. Rent for those stores is a
fixed minimum base plus, for certain of the stores, a percentage of store sales in excess of a specified
threshold. We have generally been successful in negotiating leases for new stores and lease renewals.
However, our stand-alone jewelry store business, financial condition and operating results could be
adversely affected if we are unable to continue to negotiate favorable new and renewal lease terms.

We could have failures in our system of internal control over financial reporting.

We maintain a documented system of internal control over financial reporting which is reviewed and
monitored by management, who meet regularly with the Audit Committee of our Board of Directors. We
believe we have a well-designed system to maintain adequate internal control; however, there can be no
assurances that control deficiencies will not arise in the future. Although we have devoted significant
resources to document, test, monitor and improve our internal control, we cannot be certain that these
measures will ensure that our controls will be adequate in the future or that adequate controls will be
effective in preventing fraud. Any failures in the effectiveness of our internal control over financial
reporting could have a material adverse effect on the accuracy of our financial statements and our ability
to detect fraud and could cause us to fail to meet reporting obligations.

Item 1B. Unresolved Staff Comments

Not Applicable.
Item 2. Properties

The only real estate owned by us are Finlay’s central distribution facility, totaling 106,200 square feet
located in Orange, Connecticut and Carlyle’s administrative office, totaling approximately 19,700 square
feet located in Greensboro, North Carolina. In addition, we lease approximately 18,400 square feet at 521
Fifth Avenue, New York, New York, and 49,100 square feet at 529 Fifth Avenue, New York, New York
for our executive, accounting, advertising, merchandising, information systems and other administrative
functions. The leases for such space expire on September 30, 2008 but, in the case of the 529 Fifth
Avenue leases, have been renewed through September 30, 2023. Generally, as part of our department
store based fine jewelry license agreements, our host stores provide office space for our host store group
management personnel free of charge. Congress’ 4,360 square foot administrative office is located in
Bonita Springs, Florida, the lease for which expires on March 31, 2011.

At February 2, 2008, Bailey Banks & Biddle had a total of 69 leased stores, Carlyle had a total of 32
leased stores and Congress had five leased stores, which leases expire on various dates through 2017.
Store leases are generally for a term of ten years. Rent for these stores is a fixed minimum base plus, for
certain of the stores, a percentage of store sales in excess of a specified threshold.




Item 3. Legal Proceedings

From time to time, we are involved in litigation relating to claims arising out of our operations in the
normal course of business. As of April 14, 2008, we are not a party to any legal proceedings that,
individually or in the aggregate, are reasonably expected to have a material adverse effect on our
consolidated financial statements. However, the results of these matters cannot be predicted with
certainty, and an unfavorable resolution of one or more of these matters could have a material adverse
effect on our consolidated financial statements,

Commonly in the retail jewelry industry, a substantial amount of merchandise is sold at a discount to
the “regular” or “original” price. Our experience is consistent with this practice. A number of states in
which we operate have regulations which require retailers who offer merchandise at discounted prices to
offer the merchandise at the “regular” or “original” prices for stated periods of time. Qur management
believes we are in substantial compliance with all applicable legal requirements with respect to such
practices.

Item 4. Submission of Matters to a Vote of Security Holders

No matters were submitted to a vote of security holders during the fourth quarter of 2007,
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PARTII

Item 5. Market for Registrant’s Common Equity, Related Stockholder Matters and Issuer
Purchases of Equity Securities

Our common stock, par value $.01 per share (“Common Stock™), is traded on the NASDAQ Global
Market under the symbol “FNLY™. The high and low sales prices for the Common Stock during 2007 and
2006 were as follows:

Fiscal Year Ended

i February 2, 2008 February 3, 2007
High Low High Low
FIrSt QUATTET.....cvcvicvviviicieveemaeceassecomne st bbb essts § 991 $ 525 $ 102 $7.64
Second QUATET ...t ieecesemcerseres st rssnss 6.53 4.57 11.30 6.70
Third QUATET ........coo.vviveeee et e re e s emeea e rete oo 6.20 3.00 8.39 6.15
FOurth QUArST ...........oooeceemeee ettt sre s 5.34 0.90 9.64 6.78

We have never paid cash dividends on our Common Stock and we have no present intention to pay
any cash dividends in the foreseeable future. Certain restrictive covenants in the indenture relating to
Finlay Jewelry’s 8-3/8% Senior Notes, due June 1, 2012, having an aggregate principal amount of $200.0
million (the “Senior Notes™) and the Revolving Credit Agreement impose limitations on the payment of
dividends by us (including Finlay Jewelry’s ability to pay dividends to us). Additionally, the Senior Notes
and the Revolving Credit Agreement currently restrict the amount of annual distributions from Finlay
Jewelry to us.

During 2007 and 2006, there were no cash dividends distributed by Finlay Jewelry to the Company.

As of April 14, 2008, there were 9,216,417 shares of Common Stock outstanding and approximately
30 record holders of the Common Stock, including holders who are nominees for an undetermined
number of beneficial owners, estimated to be in excess of 500. The last reported sale price for the
Common Stock on the NASDAQ Global Market on April 14, 2008 was $0.34.

Issuer Purchases of Equity Securities

The table below sets forth information with respect to our repurchases of Common Stock during each
month of the fourth quarter of 2007.

Average Total Number of Shares Maximum Number of Shares
Total Number of Price Paid Purchased as Part of Publicly that May Yet Be Purchased
Period Shares Purchased (1) per Share Announced Plans (2) Under the Plans (2)
November 4 — December 1, 2007 - 5 - - -
December 2, 2007 — January 5, 2008 - $ - - -
January 6 — February 2, 2008 40,802 $ 1.95 - -
Total 40,802 $ 195 - -

(1) We purchased 40,802 shares from certain executives for approximately $0.1 million pursuant to our stock incentive plans, to satisfy tax
withholding obligations related to the issuance of Common Stock to the executives.

(2) The Company's stock repurchase program expired on September 30, 2005 and has not been renewed. No shares were repurchased by the
Company during the fourth quarter of 2007 pursuant to a stock repurchase progrant,

During 2007, we repurchased a total of 75,231 shares for approximately $264,000 pursuant to our

stock incentive plans, to satisfy tax withholding obligations related to the issuance of Common Stock to
certain executives.
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Item 6. Selected Consolidated Financial Data

The selected consolidated financial information below should be read in conjunction with
“Management’s Discussion and Analysis of Financial Condition and Results of Operations” and the
Consolidated Financial Statements and Notes thereto. As a result of the consolidation of certain of our
host store groups and the loss of certain host store license agreements, the results of operations of the
stores closed have been segregated from those of continuing operations, net of tax, and classified as
discontinued operations for all periods presented. The statement of cash flows data and balance sheet data
as of and for each of the years ended February 2, 2008, February 3, 2007, January 28, 2006, January 29,
2005 and January 31, 2004 have been derived from our audited Consolidated Financial Statements. The
results of operations for 2007 include Bailey Banks & Biddle’s results of operations since the date of
acquisition. The results of operations for 2006 include Congress’ results of operations since the date of
acquisition. The results of operations for 2005 include Carlyle’s results of operations since the date of

acquisition.
Fiscal Year Ended (1)
Feb. 2, Feb. 3, Jan. 28, Jan. 29, Jan. 31,
2608 2007 2006 2005 2004

{Dollars in thousands, except per share data)
Statement of Operations Data:

GBS .ttt e nanen $ 835,892 $ 739,021 $ 689,495 $ 626,580 $613,501
Cost of sales ............. 455,664 392,012 352,407 313,073 303,516
Gross margin (3}...... terertente e aree b e s rantans 380,228 347,009 337,088 313.507 308,385
Selling, general and administrative EXpenses ....ooocoevercecnees 347,255 322,676 304,525 282,817 278,421
Credit associated with the closure of Sonab (4) ..o (364)

Depreciation and amortization ... 15,545 14.756 14,524 14,314 14,069

Impairment of goodwill (5).............. 3,009 - 77,288 - -
Income (loss) from operations........... 14,419 9,577 (59,249) 16,740 15,895
Interest expense, Net.....vnncininnns 30,586 23,377 21,801 20,517 21,769
Other eXpense (6)......cooei e - - 79 9,000 -
Loss from continuing operations before
INCOME TAXES <uorvirieeereneiererenrrin et e resnereessseenasssesesenrans (16,167) (13,800) (81,129} (12,867) (5.874)
Benefit for INCOME LAXES .vvvvvvvvrreeevrerrere e enssaenevse e e sens (5,882) (5,75 1) {6,937 (6.594) {2,496)
Loss from continuing operations ........covveeeeveervvrerrrmrsersvnerees (10.285) (8,049 (74,192) {6,273) (3.378)
Discontinued operations, net of tax (2) ..ococceveeeiveerieerecnreen 236 12,457 18.456 22.298 11,788
Net inCOME (JOSSY ..vernecrieeireeerireerciereeeres e ere e sssesessse s $ (10,049) $ 4408 $ {55.736) $ 16,025 £ 8410
Net income (loss) per share applicable to
common shares:
Basic and Diluted net income (loss) per share:
Loss from continuing operations ..........ocecesvvnrienerenns $ (1.13) $  (0.89) $ (8.26) $ (0.72) § (037
Discontinued operations ..o 0.03 1.38 2.05 2.55 1.30
NEt iRCOME (1055) ..ot tssssb et s rssans $ (11O $ 049 § (621 $ 183 $ 093
Weighted average number of shares and share
equivalents outstanding (000’s):
Basic and Diluted .......coovievrnevninrrnmee e 9,103 9,017 8,981 8,737 9,012
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Fiscal Year Ended (1)

Feb. 2, Feb. 3, Jan. 28, Jan, 29, Jan. 31,
2008 2007 2006 2005 2004

(Dollars in thousands, except per share data)
Operating and Financial Data:

Number of locations (end of year-on a continuing basis). 793 725 705 669 638

Percentage increase in Sales. ..., 13.1% 7.2% 10.0% 2.1% 2.2%

Percentage increase (decrease) in comparable

SOTE SAlES (7)eireriiiirec i resresne e rseersae s sreneia (1.4)% 1.9% 0.7% 2.7% 2.3%

Average sales per ]ocauon (8) s 9 1101 $ 1033 $ 1.004 $ 958 $ 9313

EBITDA (). iivcrireeririrearirermeessresssaesesinssemsnssseosenssnensines 29,964 24.333 (44.725) 31,054 29,964
Most directly comparable GAAP measures:

Net income (10ss)... e 5 (10,049} $ 4408 $ (55.736) $ 16,025 $ 8410

Cash flows provnded by (used m) operalmg

ACHVITIES (10) viverervrerererrernsesnsase e sone e se s emseserennes $ 73,508 $ (43.241) $ 27309 $ 27.041 $ 41,183

Capital expenditures ..........ccccooeiirnnnniesnrnnererrnnens $ 13406 $ 11.834 $ 11.869 $ 12,667 $ 12,934
Cash flows provided by (used in):

Operating activities (10} ...cocovcvvcrncrrncrcccrrermvrnenn. 3 13,508 $ (43,241) $ 27.309 § 27.041 $ 41,183

Investing activities........... {243.619) {18.094) (40,659) {12,667) (12,934)

Financing activities........... 173,054 35.559 (22.902) (41.233) (6,218)
Balance Sheet Data-Eng of Period:

Working capital .......ccocovvmvrmervencrernrrenivnsinssicnncsinennees. 9 222,756 $259473 $ 252356 $234.210 $239,134

TOAL ASZELS coeuevieeereerererii e era st sb e naes 737.088 537,354 521,482 560,908 595,022

Short=term debt...........ooocviiicrieecn e 224231 45876 - - -

Long-term debt 200,000 200.000 200,000 200,000 225,000

Total stockholders’ equnty 113,508 122,229 116,285 169,181 152,896

(1) Each of the fiscal years for which information is presented includes 52 weeks except 2006, which includes 53 weeks.

(2) As a result of the consolidation of certain of our host store groups and the loss of certain host store license agreements, the
results of operations of the stores closed have been segregated from continuing operations and reflected as discontinued
operations for financial statement purposes for all periods presented. Refer to Note 14 of Notes to Consolidated Financial
Statements for additional information regarding discontinued operations.

{3) We utilize the last-in. first-out (“*LIFO™) method of accounting for inventories. [f we had valued inventories using the first-
in, first-out inventory valuation method, the gross margin would have increased as follows: $10.0 million, $7.2 million, $2.6
million, $2.1 million and $4.5 million for 2007, 2006, 2005, 2004 and 2003. respectively. During 2004, we changed our
method of determining price indices used in the valuation of LIFO inventories.

{4) Included in Credit associated with the closure of Sonab, our former European licensed jewelry department subsidiary, for
2004 is a $0.4 million credit, which represents a revision of our estimate of closure expenses to reflect our remaining
liability associated with the closure of Sonab.

(5) During 2007, based on our annual assessment of the Congress goodwill, we determined that goodwill was impaired and the
$3.0 million balance was eliminated. During 2005, Macy’s announced its intention to divest, beginning in 2006, certain
stores in which we operated fine jewelry departments. Based on this business indicator, we determined that goodwill was
impaired and an impairment of $77.3 million, on a pre-1ax basis, was recorded during 2005. Refer to Note 7 of the Notes to
the Consolidated Financial Statements.

(6) Other expense for 2005 includes approximately $0.1 million associated with a loss on foreign exchange related to a refund
of foreign taxes. Other expense for 2004 includes pre-tax charges of approximately $9.1 million, including $6.7 million for
redemption premiums paid on the Company’s previousiy outstanding $75.0 million senior debentures and Finlay Jewelry’s
previously outstanding $150.0 million senior notes. $2.1 million to write-off deferred financing costs related to the
refinancing of such debt and $0.3 million for other expenses.

(7) Comparable store sales are calculated by comparing sales from locations open for the same months in the comparable
periods. Except for 2007 and 2006 which are presented on a continuing basis, these figures have not been restated to exclude
the discontinued operations.

(8) Average sales per location is determined by dividing sales by the average of the number of locations open at the beginning
and at the end of each period.

(9} Our definition of EBITDA is earnings before interest. taxes. depreciation and amortization. Management uses EBITDA as
one of several factors in evaluating our operating performance as compared to prior years and our financial plan. We also
use a variation of EBITDA to determinc incentive compensation payments. We believe EBITDA provides useful
information for determining our ability to meet future debt service requirements. EBITDA is also widely used by us and
others in our industry to evaluate and price potential acquisitions and it is commonly used by certain investors and analysts
to analyze and compare companies on the basis of operating performance and to determine a company's ability to service
and/or incur debt.
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EBITDA should not be construed as a substitute for income from operations, net income or cash flows from operating
activities (all as determined in accordance with generalty accepted accounting principles (*“GAAP™)) for the purpose of
analyzing our operating performance. financial position and cash flows, as EBITDA is not defined by generally accepted
accounting principles. EBITDA has limitations as an analytical tool. and you should not consider it in isolation. or as a
substitute for the analysis of our results as reported under GAAP. Some of these limitations include:

s  EBITDA does not reflect our cash expenditures, or future requirements for capital expenditures. or contractual

commitments

1]

¢  Although depreciation and amortization are non-cash charges, the assets being depreciated and amortized will

likely require replacement in the future, and EBITDA does not reflect any cash requirements for such
replacements;

¢ EBITDA does not reflect changes in, or cash requirements for, our working capital needs;

s  EBITDA does not reflect the significant interest expense, or the cash requirements necessary, to service interest or
principal payments on our debt; and

s  Other companies in our industry may calculate EBITDA differently than we do, limiting its usefulness as a
comparative measure.

Because of these limitations, EBITDA should not be considered as a measure of discretionary cash available to us to invest
in the growth of our business. We compensate for these limitations by relying primarily on our GAAP resulis and using

EBITDA only supplementally. See the Statements of Cash Flows included in our consolidated financial statements.

Because we consider EBITDA useful as an operating measure, a reconciliation of EBITDA to Net income (loss) follows for

the periods indicated:

EBITDA ............

Depreciation and amortization..
Interest expense, net...

Orher expense ...

Benefit for income taxes....

Discontinued OPerations .......ccvveerervvsies

Net income (loss)

Fiscal Year Ended

Feb. 2, Feb. 3, Jan. 28, Jan. 29, Jan. 31,
2008 2007 2006 2005 2004
{Doltars in thousands)

§ 29964 $ 24333 $(44.725) $ 31,054 3 29964
(15,545 (14,756) (14,524) {14314} (14,069)
{30,586) (23,377 {21,801 (20,517) (21,769%)

- - (7 (9,090} -
5.882 5,751 6,937 6,594 2,496
236 12,457 18.456 22,298 11,788
$(10.049) § 4408 $(55.736) $ 16,025 5 8410
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Because we also consider EBITDA useful as a liquidity measure, a reconciliation of EBITDA to our net cash provided by

{used in) operating activities follows for the periods indicated:

Fiscal Year Ended

Feb, 2,

Feb. 3, Jan. 28, Jan. 29, Jan. 31,
2008 2007 2006 2005 2004
(Dollars in thousands)
EBITDA ittt $ 26,964 $ 24333 $ (44.725) $ 31,054 § 29964
Impaimment of goodwill..........ccociveiienceiseens 3,009 - 77.288 - -
Discontinued operations, excluding write-down
of goodwill and depreciation expense.........cevvee 409 16,098 23,057 25,303 30,193
[nterest expense, Net..........coooeveeeeeneeee. (30,586) (23,377) (21,8013 (20,517 (21,769)
Other expense ............... - - (79 - -
Benefit for inCOME 1aXes......o.ovevveer e eceecvsrecs e 5,882 5,751 6,937 6,594 2,496
Loss on disposal of fixed assets............ccocceeevevecriennen. 330 6,072 182 902 -
Write-off of deferred financing costs...... 1,213 - - - -
Amortization of deferred financing costs.........cccee.ee. 1,206 1.319 1,185 1,125 1,033
Amortization of restricted stock compensation
and restricted SIOCK UNItS ........ooeevveiecvieci e 1,758 1,419 1,216 1,358 531
Credit associated with the closure of Sonab.. . - - (364) -
Deferred income tax provision ................... (1,547} (1,409) (5.457) 12,337 6,784
OHHEE oot een et an b een 375 (265) 106 1,180 77
Changes in assets and liabilities, net of effects
from acquisitions (11):
{Increase} decrease in accounts and other
TECEIVADIES. ..ot 13,202 4810 (23,057) 1,769 (7,501)
(Increase) decrease in merchandise
INVENOTIES 1.vvemvevierniesivsiesesre s eser et sas s st avessseasen 29,953 {33,069) 1,989 (5,641) (9,404)
(Increase) decrease in prepaid expenses and
OB ottt ettt n s nanne 96 87 {262) (342) 642
Increase (decrease) in accounts payable and
accrued Habilities........ocvverieiei e 18,244 (45,010) 10.730 27,7117 8,137
Net cash provided by {(used in) operating activities ...... § 73,508 $ (4324 § 27309 § 27041 $ 41,183

(10) Included in 2006 as a use of cash is the increase in inventory as a result of the termination and retirement of $49.9 million

under the Finlay Iewelry’s former gold consignment agreement,

(11) Represents the changes in assets and liabilities excluding the acquisitions of Bailey Banks & Biddle in 2007, Congress in

2006 and Carlyle in 20085,
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Item 7. Management’s Discussion and Analysis of Financial Conditien and Results of
Operations

The following Management's Discussion and Analysis of Financial Condition and Results of
Operations ("MD&A") is organized as follows:

e Executive Overview — This section provides a general description of our business and a brief
discussion of the opportunities, risks and uncertainties that we focus on in the operation of our
business.

*  Results of Operations — This section provides an analysis of the significant line items on the
consolidated statements of operations.

¢ Liguidity and Capital Resources — This section provides an analysis of liquidity, cash flows,
sources and uses of cash, contractual obligations and financial position.

* Seasonality — This section describes the effects of seasonality on our business.

o Critical Accounting Policies and Estimates — This section discusses those accounting policies
that are considered important to our financial condition and results of operations, and require us
to exercise subjective or complex judgments in their application. In addition, all of our significant
accounting policies, including critical accounting policies, are summarized in Note 2 to the
Consolidated Financial Statements.

s Special Note Regarding Forward-Looking Statements — This section provides cautionary
information about forward-looking statements and description of certain risks and uncertainties
that could cause actual results to differ materially from our historical results or current
expectations or projections.

This MD&A has been updated for the purpose of restating our financial statements for stores which
have been treated as discontinued operations.

In November 2007, Finlay Jewelry completed the acquisition of Bailey Banks & Biddle. The
purchase price of approximately $200.0 million plus transaction fees was financed with borrowings under
the Revolving Credit Agreement. Additionally, a post-closing inventory adjustment of $31.6 million was
financed under the Revolving Credit Agreement. Bailey Banks & Biddle’s results of operations are
included in the accompanying Consolidated Statements of Operations since the date of acquisition.

In November 2006, Finlay Jewelry completed the acquisition of Congress, a privately-owned regional
chain of five jewelry stores located in southwest Florida, with annual sales of approximately $23.6
miilion in 2006. The purchase price was $6.0 million plus transaction fees and the assumption of $10.0
million of debt. The transaction was financed with additional borrowings under the Revolving Credit
Agreement.

In May 2005, Finlay Jewelry completed the acquisition of Carlyle. The purchase price was

approximately $29.0 million plus transaction fees and the assumption of $17.1 million of debt. The
transaction was financed with additional borrowings under the Revolving Credit Agreement.
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Executive Overview

Our Business

We have two operating segments — licensed department store based fine jewelry departments and
stand-alone specialty jewelry stores. We operate licensed fine jewelry departments in major department
stores where we sell a broad selection of moderately priced jewelry, with an average sales price of
approximately $272 per item. Our stand-alone specialty jewelry stores sell luxury priced jewelry at an
average sales price of approximately $1,300 per item. As of February 2, 2008, we operated a total of 793
locations, including 687 department store based fine jewelry departments in ten host store groups, in 40
states and the District of Columbia, as well as 106 stand-alone jewelry stores operating as 69 Bailey
Banks & Biddle stores in 24 states, 32 Carlyle stores in nine states, located principally in the southeastern
United States and five Congress stores in southwest Florida.

Our primary focus is to offer desirable and competitively priced products, a breadth of merchandise
assortments and to provide superior customer service. Our ability to quickly identify emerging trends and
maintain strong relationships with vendors has enabled us to present superior assortments in our
showcases. With respect to our department store based fine jewelry departments, we believe that we are
an important contributor to each of our host store groups. By outsourcing their fine jewelry departments
to us, host store groups gain our expertise in merchandising, selling and marketing jewelry and customer
service. Additionally, by avoiding high working capital investments typically required of the traditional
retail jewelry business, host stores improve their returmn on investment and increase their profitability. As
a licensee, we benefit from the host stores’ reputation, customer traffic, credit services and established
customer base. We also avoid the substantial capital investment in fixed assets typical of a stand-alone
retail format. At the end of 2007, approximately 25% of our merchandise was held on consignment,
which reduces our inventory exposure to changing fashion trends. These factors have generally led our
new departments to achieve profitability within the first twelve months of operation.

Our stand-alone jewelry stores offer compelling shopping environments for the luxury consumer and
focus on watches, gold, designer jewelry, diamonds and precious gemstones, complemented by an
assortment of giftware. Our stand-alone jewelry stores each strive to provide their customers with a
premier shopping experience by utilizing knowledgeable, professional and well-trained sales associates,
marketing programs designed to promote customer awareness of their merchandise assortments and by
extending credit to their customers through credit card programs which are managed by third-parties.

We measure ourselves against key financial measures that we believe provide a well-balanced

perspective regarding our overall financial success. Those benchmarks are as follows, together with how
they are computed:

¢ Diluted earnings per share (“EPS”) (net income divided by weighted average shares outstanding
and share equivalents included to the extent they are dilutive) which is an indicator of the returns
generated for our shareholders;

¢ Comparable store sales growth computed as the percentage change in sales for locations open for
the same months during the comparable periods. Comparable store sales are measured against our
host store groups as well as other jewelry retailers,

s Total net sales growth (current year total net sales minus prior year total net sales divided by prior
year total net sales equals percentage change) which indicates, among other things, the success of
our selection of new store locations and the effectiveness of our merchandising strategies; and

* Operating margin rate (income from operations divided by net sales) which is an indicator of our
success in leveraging our fixed costs and managing our variable costs. Key components of
income from operations which management focuses on include monitoring gross margin levels as
well as continued emphasis on leveraging our SG&A.
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2007 Highlights

Total sales were $835.9 million in 2007 compared to $739.0 million in 2006, an increase of 13.1%.
Sales generated by our stand-alone specialty jewelry stores were $223.8 million in 2007 compared to
$108.2 million in 2006 (which includes sales from the date of acquisition of Bailey Banks & Biddle and
Congress in November 2007 and November 2006, respectively). Gross margin increased by $33.2 miilion
in 2007 compared to 2006, and, as a percentage of sales, gross margin decreased by 1.5% from 47.0% to
45.5% primarily due to the increased cost of sales due to the change in mix of sales with higher sales in
designer and watch categories which have lower margins than other categories, increased volume from
the stand-alone jewelry stores at lower gross margins as well as a higher LIFO provision. Although
SG&A increased by $24.6 million, as a percentage of sales, SG&A decreased 2.2% from 43.7% to 41.5%,
due to corporate offtce cost savings.

During 2007, comparable store sales decreased 1.4% as a result of decreased consumer spending in a
weak economic environment in the fourth quarter of 2007 as compared to the prior year period. Although
we experienced a decline in 2007, over the past decade, through the successful execution of our marketing
and merchandising strategy, we have generally experienced comparable store sales increases and we have
consistently outperformed our host store groups with respect to these increases. We have an experienced
management team, a well-trained and highly motivated sales force, an expert jewelry merchandising
team, unique vendor relationships and an established customer base.

In November 2007, Finlay Jewelry completed the acquisition of substantially all of the assets and
specified liabilities of the Bailey Banks & Biddle division of Zale Corporation, a chain of 70 stand-alone
retail stores in 24 states dedicated to the luxury market, offering jewelry and watches under high-end
name brands, with an average sales price of approximately $1,200 per item and average store size of
approximately 3,950 square feet.

In conjunction with the Bailey Banks & Biddle acquisition, Finlay Jewelry’s Revolving Credit
Agreement was amended and restated and provides Finlay Jewelry with a senior secured revolving line of
credit up to $550.0 million. We ended 2007 with borrowings under the Revolving Credit Agreement of
$224.2 million compared to $45.9 million at the end of 2006. Maximum outstanding borrowings during
2007 peaked at $368.2 million, at which point the available borrowings under the Revolving Credit
Agreement were an additional $81.4 million. The excess availability was in addition to the $30.0 million
minimum availability that we are required to maintain. Refer to Note 8 of Notes to Consolidated Financial
Statements.

Opportunities

An important initiative and focus of management is developing opportunities for our growth. We
consider it a high priority to identify new businesses that offer growth, financial viability and
manageability and will have a positive impact on shareholder value.

With the November 2007 acquisition of Bailey Banks & Biddle, a premier tuxury brand, we will have
a significantly higher portion of our business dedicated to the specialty jewelry store and high-end sector.
The Bailey Banks & Biddle stand-alone jewelry stores provide us with a national presence in addition to
further diversifying our revenue stream between the department store based fine jewelry business and the
stand-alone jewelry stores business.

Consumers spent approximately $65.0 billion on jewelry (including both fine jewelry and costume
Jjewelry) in the United States in calendar year 2007, an increase of approximately $24.0 billion over 1997,
according to the United States Department of Commerce. Our management believes that greater
disposable income in the United States population in general has contributed to the growth of the fine
Jewelry retailing industry. Our management also believes that jewelry consumers today increasingly
perceive fine jewelry as a fashion accessory, resulting in purchases which augment gift and special
occasion sales.
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In March 2008, Finlay Jewelry signed a two-year extension with Macy’s for the newly formed
consolidated Macy’s Central division formerly known as the Macy’s South and Macy’s Midwest
divisions. The amended license agreement extends Finlay Jewelry’s current contract until January 29,
2011, and covers 222 departments. The agreement has no impact on the Bloomingdale’s division whose
license agreement, covering 34 departments, currently runs through January 30, 2010.

During 2007, we opened four departments within Dillard’s and two departments within the
Bloomingdale’s stores. Further, we opened one new Carlyle store in 2007. Through the Bailey Banks &
Biddle acquisition as well as opening new Carlyle stores and Bloomingdale’s departments, we will have a
larger portion of our business dedicated to the luxury sector. In 2008, we plan to open four Carlyle stores
and two Bailey Banks & Biddle stores.

We will continue to seek to identify complementary businesses to leverage our core competencies in
the jewelry industry and plan to continue to pursue the following key initiatives to further increase sales
and earnings:

¢ Increase comparable store sales;

e Identify and acquire new businesses which diversify our existing businesses and provide
additional growth opportunities;

e Add locations within our existing stand-alone specialty jewelry store and department store based
fine jewelry businesses;

e (Capitalize on developing fashion trends and emerging merchandise categories;
¢ Expand our most productive departments;

e Continue to improve operating leverage;

s Continue to raise customer service standards; and

e De-leverage the balance sheet.

See “Business-General-Growth Strategy” and “Management’s Discussion and Analysis of Financial
Condition and Results of Operations”.

Risks and Uncertainties
The risks and challenges facing our business include:
¢ Dependence on or loss of certain host store relationships;
» Host store consolidation; and
e Substantial debt leverage.

We operate licensed fine jewelry departments in major department stores and, as such, our business is
substantially dependent on our relationships with our host store groups, especially Macy’s. A decision by
Macy’s, or certain of our other host store groups, to terminate existing relationships, transfer the operation
of some or all of their departments to a competitor, assume the operation of those departments
themselves, or close a significant number of stores, would have a material adverse effect on our business

and financial condition.
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As of February 2, 2008, we operated a total of 350 departments in five of Macy’s eight divisions. In
February 2008, Macy’s announced corporate restructuring initiatives impacting three divisional changes
including the consolidation of Macy's North into Macy's East, Macy's Northwest into Macy's West, and
Macy's Midwest into Macy's South. The consolidation of Macy's North as well as that of Macy's
Northwest, will result in the non-renewal of these license agreements with Finlay Jewelry and the loss of
57 departments and 37 departments, respectively. In March 2008, Macy's signed a two-year extension of
Finlay Jewelry’s license agreement for Macy’s Central (the newly-merged division of Macy's Midwest
and Macy's South), which will consist of 222 doors. The amended license agreement extends Finlay
Jewelry’s current contract until January 29, 2011, In 2007, our department store based fine jewelry sales
were 73% of our total sales, and approximately 52% of our total sales were generated by departments
operated in store groups owned by Macy’s. In 2007, the Macy's North and Macy's Northwest locations
generated approximately $120.0 million in combined revenue. We expect that Macy’s will comprise
approximately 43% and 36% of our total sales over the next two years (after factoring in projected full
year results for Bailey Banks & Biddle and the loss of the two Macy’s groups in 2009).

In February 2008, we received notification from NRDC that Finlay Jewelry’s license agreement
would not be renewed with Lord & Taylor upon its expiration on January 31, 2009. We will close a total
of 47 Lord & Taylor locations at the end of 2008. In 2007, the Lord & Taylor locations generated
approximately $44.0 million in sales.

In May 2006, the Company announced that Belk would not renew Finlay Jewelry’s license agreement
due to Belk’s acquisition of a privately-held company that currently licenses fine jewelry departments in
certain of the Belk stores. The termination of the license agreement, effective at the end of 2006, resulted
in the closure of 75 departments. In 2006, we generated sales of $51.9 million in our Belk departments,
Further, in October 2006, Belk acquired Parisian from Saks. We operated the Parisian departments
through August 4, 2007. In 2007 and 2006, we generated sales of approximately $9.8 million and $22.8
million, respectively, from our Parisian departments.

We currently have a significant amount of debt. As of February 2, 2008, we had $200.0 million of

debt outstanding under our Senior Notes. Additionally, at February 2, 2008, borrowings under the
Revolving Credit Agreement were $224.2 million.
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Results of Operations

The following table sets forth operating results as a percentage of sales for the periods indicated. The
discussion that follows should be read in conjunction with the following table:

Fiscal Year Ended

Feb. 2, Feb, 3, Jan. 28,
2008 2007 2006
Statement of Operations Data:
SAIES ..o emr et s b e bbb e 100% 100% 100%
Cost of sales... 54.5 53.0 51.1
Gross margm 455 470 489
Selling, general and adm:mstranvc cxpenses 41.5 43.7 44.2
Depreciation and amortization 19 2.0 21
Impairment of goodwill (1)....... 0.4 - 11.2
Income (loss) from operations... 1.7 1.3 (8.6}
Intercst expense, net.. PO 3.6 3.2 3.2
Loss from continuing opemuons bet‘orc
TCOMIE LAXES ..ovvevrecarevnriarissreiorasssrsssesssmnsesesemss st samssssesnssssasssssannsensrmees (1.9 (1.9 {11.8)
Benefit for iNCOME tAXES ......coovveivineenisisrn e 0.7 (0.8) (1.0}
Loss from Continuing OpPerations........cceuvvrvrereecrmicsecsnisorennes (1.2 (.1 {10.8)
Discontinued operations, net of tax (2} . 1.7 2.7
NELINCOME (LOSS) ..ottt ar s es st s b b (1.2¥% 0.6% (8.1)%

{1} See Note 5 to ~Selected Consolidated Financial Data™.
{2} See Note 2 to “Selected Consolidated Financial Data™.

2007 Compared with 2006

Sales. Sales increased $96.9 million, or 13.1%, in 2007 compared to 2006. Sales include $612.1
million from the department store based fine jewelry departments which represented a 3.0% decrease
compared to the $630.9 million in sales for 2006. Sales also include $223.8 million generated by our
stand-alone specialty jewelry stores in 2007 compared 1o $108.2 million in 2006 (which includes sales
from the date of acquisition of Bailey Banks & Biddle and Congress in November 2007 and November
2006, respectively). Comparable store sales decreased 1.4%.

During 2007, we opened 15 departments within existing host store groups, 70 specialty jewelry stores
as a result of the Bailey Banks & Biddle acquisition and one new Carlyle store. Additionally, in 2007, we
closed 48 departments and three stand-alone jewelry stores. The openings were comprised of the
following:

Number of

Store Group Locations
Bailey Banks & Biddle ................. 70
Macy’s.. 6
Dillard’s oo +
Carlyle SIOre ......covviniviomiiirmneens |
(8717~ R 3
Total 85
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The closings were comprised of the following:

Number of
Store Group Locations . Reason
Pasisian ..., 33 Depanment closings as a result of Parisian’s decision not to renew our license
agreement.
MaCY S e 5 Host decision to close these stores.
Carlyle stores...........ccoovevreerrennnen, 2 Management’s decision 1o close unprofitable stores.
Bailey Banks & Biddle store.......... | Management’s decision 1o close an unprofitable store.
OLher... oo 1t In¢ludes department closings within existing host store groups.
LLC3 7| O 51

Our major merchandise categories include diamonds, gold, gemstones, watches and designer jewelry.
With respect to Finlay’s licensed department business, watch and designer sales increased $4.9 million
and $6.2 million, respectively, or 5.4% and 10.2%, respectively, in 2007 compared to 2006, due primarily
to increased consumer demand.

Gross margin. Gross margin increased by $33.2 million in 2007 compared to 2006. As a percentage
of sales, gross margin decreased by 1.5% from 47.0% to 45.5%. The components of this net decrease in
gross margin are as follows:

Component % Reason

Merchandise cost of sales ............... (1.5)% Increase in cost of sales is due to the change in mix of sales with higher sales in the
designer and watch categories which have lower margins than other categories,
increased volume from the stand-alone jewelry division at lower gross margins as
wetl as higher gold prices.

LIFO e 0.2 Increase in the LIFO provision is due to increases in our internal price indices as
well as increased owned mventory.
Oher ...t 0.2 Decreases in various other components of cost of sales.
Net decrease......cooeeeeeennnn (1.5)%

Selling, general and administrative expenses. The components of SG&A include payroll expense,
license fees, rent expense, net advertising expenditures and other field and administrative expenses.
SG&A increased $24.6 million, or 7.6%. SG&A dollars have increased as 2007 includes a full year of
Congress’s SG&A as well as an increase in expenses as a result of the Bailey Banks & Biddle acquisition.
As a percentage of sales, SG&A decreased by 2.2% from 43.7% to 41.5%. The components of this
decrease in SG&A are as follows:

Component % Reason
Net adventising expenditures........... (0.1)% Decrease is primarily due to lower gross advertising expenditures.
License and lease fees........oceocunee. .1 Decrease is primarily due to the significantly lower rent structure of our stand-alone stores

as a percentage of sales compared fo the department store based fine jewelry business,

Payroll expense and other ................ (1.0 Decrease is primarity due to corporate office cost savings, including staff reductions, as a

result of expense reductian initiatives.
Net decrease .ueeurieennnn 2.2%%

Depreciation and amortization. Depreciation and amortization increased by $0.8 million primarily
due to additional depreciation and amortization for capital expenditures for the most recent twelve months
as well as the assets related to the Congress and Bailey Bank & Biddle acquisitions and accelerated
depreciation associated with the Parisian stores, offset by the effect of certain assets becoming fully
depreciated.

Impairment of goodwill. During 2007, based on our annual assessment of the Congress goodwill, we
determined that goodwill was impaired and an impairment of $3.0 million, on a pre-tax basis, was
recorded.

Interest expense, net. Interest expense increased by $7.2 million primarily as a result of higher

average borrowings under the Revolving Credit Agreement. Average borrowings increased to $346.7
million for the 2007 period compared to $269.2 million for the 2006 period. The additional borrowings
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were used to finance the acquisition of Bailey Banks & Biddle. The weighted average interest rate on all
outstanding borrowings were approximately 8.0% for 2007 compared to 8.2% for 2006.

Benefit for income taxes. The income tax benefit for the 2007 and 2006 periods reflects effective tax
rates of 36.4% and 41.7%, respectively. The 2007 period reflects a benefit of approximately $1.2 million
associated with the impairment of goodwill. Additionally, the 2007 and 2006 periods reflect benefits of
approximately $209,000 and $50,000, respectively, associated with the reversal of tax accruals no longer
required.

Discontinued operations. Discontinued operations for 2007 includes the results of operations of the
33 Parisian departments, which closed in July 2007. Discontinued operations for 2006 includes the
Parisian departments, the Belk departments that closed in January 2007 as well as the Macy’s departments
that closed during 2006. Sales related to these closed departments totaled $9.8 million in 2007 and
$180.6 million in 2006. Gross margin, as a percentage of sales, related to discontinued departments
decreased 4.8% from 48.1% in 2006 to 43.3% in 2007. The net income from discontinued operations for
2007 was $0.2 million compared to net income from discontinued operations of $12.5 million during the
comparable period in 2006.

Net income (loss). Net loss of $10.0 million for the 2007 period compares to net income of $4.4
million in the prior period as a result of the factors discussed above.

2006 Compared with 2005

Sales. Sales increased $49.5 million, or 7.2%, in 2006 compared to 2005. Sales include $630.9
million from the department store based fine jewelry departments which represented a 1.8% increase
compared to the $620.0 million in sales for 2005. Sales also include $108.2 million generated by our
stand-alone jewelry stores in 2006 compared to $69.5 million in 2005 (which includes sales from the date
of acquisition of Carlyle in May 2005 and of Congress in November 2006, respectively). Comparable
store sales increased 1.9%.

During 2006, we opened 26 Finlay departments within existing host store groups and two Carlyle
stores as well as five stores as a result of the Congress acquisition. Additionally, in 2006, we closed 283
Finlay departments and one Carlyle store, The openings were comprised of the following:

Number of
Store Group Locations
Dillard™s ..o 15
MaCY S ..o 7
CONELess SIOMES......oovevirevvrrereerreene 5
Carlyle stores.........ocooovenivciins 2
Other i 4
Total ..o 3
The closings were comprised of the following:
Number of
Store Group Locations Reason
MaCY'S ..o 194 . Stores were divested or phased into the Macy’s East or Macy's West
divisions as a result of the merger with May:,
Belk....ooii e 75 Department closings as a result of Belk's decision not to renew our license
agreement.
Carlyle Store.......cccocooeieinrinne. 1 Management's decision to close an unprofitable location
OthET .o 14 Department closings within existing host store groups.
Total.o e, 284

Our major merchandise categories include diamonds, gold, gemstones, watches and designer jewelry,
With respect to Finlay’s licensed department business, watch and designer sales increased $8.1 million
and $4.1 million, respectively, or 9.6% and 7.2%, respectively, in 2006 compared to 2005, due primarily
to increased consumer demand.
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Gross margin. Gross margin increased by $9.9 million in 2006 compared to 2005. As a percentage
of sales, gross margin decreased by 1.9% from 48.9% to 47.0%. The components of this net decrease in
gross margin are as follows: )

Component Yo Reason
Merchandise cost of sales................. (1.4)% Increase in merchandise cost of sales is due to the increased price of gold, lower
vendor concessions and the mix of sales with higher sales in the diamond, designer
and clearance categories, which have lower margins than other categories.
Increase in the LIFO provision is due to increases in our internal price indices.
Decrease in various other components of cost of sales.

Selling, general and administrative expenses. The components of SG&A include payroll expense,
license fees, rent expense, net advertising expenditures and other field and administrative expenses.
SG&A increased $18.2 million, or 6.0%. SG&A dollars have increased as 2006 includes a full year of
Carlyle’s SG&A. Additionally certain expenses for the department store based fine jewelry departments
increase with higher sales, such as rent and sales commissions. As a percentage of sales, SG& A decreased
by 0.5% from 44.2% to 43.7%. The components of this decrease in SG&A are as follows:

Component % Reason
Net advertising expenditures............ 0.3)% Decrease is primarily due to lower gross advertising expenditures.
License and lease fees...........ernenn.. (0.4) Decrease is primarily due to the significantly lower rent structure of our stand-alone stores

as a percentage of sales compared to the department store based fine jewelry business.

Payroll expense .........ccccvveerviveereennns 03 Increase in payroll expense is due to lower than expected sales in the fourth quarter of

2006 and therefore an unfavorable leveraging of field pavroll.

OMher ..o e (0.1) Decrease is primanily due to corporate office cost savings. including staff reductions, as a

result of expense reducticn initiatives,
Net decrease........cuvcireinnn (0.5Y%

Depreciation and amortization. Depreciation and amortization increased by $0.2 million primarily
due to additional depreciation and amortization for capital expenditures for the most recent twelve
months, as well as accelerated depreciation associated with the closing of the Parisian stores, offset by the
effect of certain assets becoming fully depreciated.

Impairment of goodwill. During the quarter ended July 30, 2005, Macy’s announced its intention to
divest certain stores for which we operated the fine jewelry departments. Based upon this business
indicator, we determined that goodwill was impaired and an impairment of $77.3 million, on a pre-tax
basis, was recorded during 2005.

Interest expense, net. Interest expense increased by $1.6 mitlion primarily due to an increase in the
weighted average interest rate (8.2% for the period in 2006 compared to 7.7% for the comparable period
in 2005). Average borrowings decreased to $269.2 miilion for the 2006 period compared to $279.4
million for the 2005 period.

Other expense. Other expense for the 2005 period includes approximately $79,000 associated with a
loss on foreign exchange related to a refund of foreign taxes.

Benefit for income taxes. The income tax benefit for both the 2006 and 2005 periods reflects
effective tax rates of 41.7% and 66.4% (before reflecting the impairment of goodwill), respectively. The
2005 period reflects a benefit of approximately $0.2 million related to a refund of foreign taxes and
includes a benefit of approximately $4.4 million associated with the impairment of goodwill.
Additionally, the 2006 and 2005 periods reflect benefits of approximately $50,000 and $425,000,
respectively, associated with the reversal of tax accruals no longer required.

Discontinued operations. Discontinued operations for 2006 and 2005 includes the results of
operations for the 194 Macy’s stores closed during 2006, the results of operations of the Belk
departments, which closed in January 2007, as well as the results of operations of the Parisian
departments closed in July 2007. Sales related to these departments totaled $180.6 million for the year
ended February 3, 2007 compared to $300.6 million in 2005. Gross margin, as a percentage of sales,
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related to the discontinued departments decreased 2.7% from 50.8% in 2005 to 48.1% in 2006. The gross
margin percentage was negatively impacted as a result of markdowns in these departments in an effort to
reduce inventory levels. The net income from discontinued operations for 2006 was $12.5 million

compared to net income from discontinued operations of $18.5 million during the comparable period in
2005.

Net income (loss). Net income of $4.4 million for the 2006 period compares to a net loss of $55.7
million in the prior period as a result of the factors discussed above.

Liquidity and Capital Resources

Information about our financial position is presented in the following table:

February 2, February 3,
2008 2007
(doblars in thousands})
Cash and cash equivalents................. § 5358 $ 2415
Working capital ..ol 222,756 259,473
Short-term debt............cooocoviiieee 224231 45,876
Long-term debl............coeiiiiirinn 200,000 200,000
Stockholders’ equity ......cccocevveevennne 113,508 122,229

Our primary capital requirements are funding working capital for new locations and growth of
existing locations, as well as debt service obligations and license fees to host store groups, rent payments
for the stand-alone jewelry stores, capital expenditures for opening new locations, renovating existing
locations, information technology investments and funding potential acquisitions. For 2007 and 2006,
capital expenditures totaled $13.4 million and $11.8 million, respectively, exclusive of fixed assets
acquired. Total capital expenditures for 2008 are estimated to be in the range of $18.0 million to $20.0
million.

We currently expect to fund capital expenditure requirements as well as liquidity needs from a
combination of cash, internally generated funds and borrowings under our Revolving Credit Agreement.
We believe that our internally generated liquidity through cash flows from operations, together with
access to external capital resources, will be sufficient to satisfy existing commitments and plans and will
provide adequate financing flexibility.

Cash flows provided by (used in) operating, investing and financing activities for the fiscal years
ended February 2, 2008, February 3, 2007 and January 28, 2006 were as follows:

Fiscal Years Ended

February 2, February 3, January 28,
2008 2007 2006
(dollars in thousands)
Operating ACUVIHIES......oovoveovreiirir e emeeee $ 73,508 $ (43,241) $ 27,309
Investing ACtivities.......c...ovvnen (243,619 (18.094) (40,659)
Financing ACtiVIICS........cocovvrvionriiirorensireseinscmteeeemseeanns 173.054 35,559 {22,902)
Net increase (decrease) in cash and cash equivalents...... § 2543 $ (25,776) $(36,252)

Our current priorities for the use of cash or borrowings, as a result of borrowings available under the
Revolving Credit Agreement, are:

¢ Investment in inventory and for working capital,
* Capital expenditures for new locations, expansions and remodeling of existing locations;
* Investments in technology; and

e Strategic acquisitions.
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Operating Activities

The primary source of our liquidity is cash flows from operating activities. The key component of
operating cash flow is merchandise sales. Operating cash outflows include payments to vendors for
inventory, services and supplies, payments for employee payroll, license fees, rent and payments of
interest and taxes. Net cash flows provided by operations were $73.5 million in 2007. Merchandise
inventories decreased by $30.0 million, reflecting a reduction of Bailey Banks & Biddle inventory by
approximately $20.0 million from the acquisition date through year end, as well as a $10.0 million
inventory decrease at the other divisions for the fiscal year. Accounts receivable decreased to $13.8
million from $26.3 million primarily due to the impact of lower sales in our department store based fine
jewelry business in January 2008 as compared to January 2007 as well as the 53 week in 2006.
Additionally, accounts payable increased to $110.5 million from $85.1 million primarily as a result of
higher inventory purchases in the fourth quarter of the current year, in part due to the conversion of the
gold consignment program to owned merchandise. In addition, Bailey Banks & Biddle had the impact of
increasing accounts payable by $10.0 miilion.

Our operations involving licensed fine jewelry departments substantially preclude customer
receivables as our license agreements typically require host stores to remit sales proceeds for each month
(without regard to whether such sales were cash, store credit or national credit card) to us approximately
three weeks after the end of such month. Additionally, at the end of 2007, approximately 25% of our
merchandise was held on consignment. Our working capital balance was $222.8 million at February 2,
2008, a decrease of $36.7 million from February 3, 2007.

The seasonality of our business causes working capital requirements, and therefore, borrowings under
the Revolving Credit Agreement, to reach their highest level in the months of October, November and
December in anticipation of the year-end holiday season. Accordingly, we experience seasonal cash needs
as inventory levels peak. Additionally, substantially all of our license agreements provide for accelerated
payments during the months of November and December, which require the host store groups to remit to
us 75% of the estimated months' sales prior to or shortly following the end of that month. These proceeds
result in a significant increase in our cash, which is used to reduce our borrowings under the Revolving
Credit Agreement. Inventory levels increased by $181.0 million as compared to February 3, 2007, as a
result of the acquisition of Bailey Banks & Biddle, whose inventory levels were $191.5 million as of
February 2, 2008.

Investing Activities

For 2007, net cash used in investing activities of $243.6 million primarily relates to the acquisition of
Bailey Banks & Biddle, which accounted for $230.1 million of cash invested with a remaining amount of
$5.6 million payable to Zale Corporation in February 2008. Cash used for capital expenditures totaled
$13.4 million in 2007. Capital expenditures in 2007, 2006 and 2005 related primarily to expenditures for
opening new locations and renovating existing locations. For 2006 and 2005, net cash used in investing
activities totaled $18.1 million and $40.7 million, respectively. In 2006 and 20035, cash of $6.3 million
and $28.8 million was utilized for the acquisitions of Congress and Carlyle, respectively.

Financing Activities

Proceeds from, and principal repayments on, the Revolving Credit Facility have been our primary
financing activities. Net cash from financing activities was $173.1 million in 2007 and was used primarily
for the acquisition of Bailey Banks & Biddle.

At Finlay Jewelry’s option, Tranche A bears interest at a floating rate equal to a margin of 0.25% over
the Index Rate or 2.00% over the LIBOR (London Interbank Offer Rate) from November 9, 2007 through
January 1, 2009. After January 1, 2009, the loans under Tranche A will bear interest in accordance with a
graduated pricing matrix based on the average excess availability under the facility for the previous
quarter. Tranche B bears interest at a floating rate equal to a margin of 2.75% over the Index Rate or
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4.50% over LIBOR. The Index Rate is equal to the higher of (i) the federal funds rate plus 50 basis points
and (ii) the publicly quoted rate as published by the Wall Street Journal as the “prime rate”. The weighted
average interest rate was 7.5% and 7.7% for 2007 and 2006, respectively.

Borrowings under the Revolving Credit Agreement at February 2, 2008 were $224.2 million. The
average amounts outstanding under the Revolving Credit Agreement during 2007 and 2006 were $146.7
million and $69.2 million, respectively. The maximum amount outstanding during 2007 was $368.2
million, at which point the available borrowings were an additional $81.4 million. The excess availability
was in addition to the $30.0 million minimum availability that we are required to maintain. At February 2,
2008 and February 3, 2007, we had letters of credit outstanding totaling $6.2 million and $6.1 million,
respectively, which guarantee various trade activities.

In November 2007, Finlay Jewelry completed the acquisition of specified assets and liabilities that
comprise the Bailey Banks & Biddle division of Zale Corporation, a chain of 70 stand-alone retail stores
in 24 states with a focus on the luxury market, offering jewelry and watches under high-end name brands.
The purchase price of approximately $200.0 million, plus transaction fees of approximately $4.1 million,
was financed with borrowings under the Revolving Credit Agreement. A post-closing inventory
adjustment of $31.6 million was also financed through borrowings under the Revolving Credit
Agreement. Since the date of acquisition, Bailey Banks & Biddle’s cash requirements have been, and will
continue to be, funded under the Revolving Credit Agreement.

In November 2006, Finlay Jewelry completed the stock purchase of Congress; a chain of five jewelry
stores located in southwest Florida with a focus on the luxury market. The purchase price was $6.0
million plus transaction fees, and was financed with additional borrowings under the Revolving Credit
Agreement. Congress’ revolving credit facility totaling $10.0 million was terminated and paid in full at
the closing. Since the date of acquisition, Congress’ cash requirements have been, and will continue to be,
funded under the Revolving Credit Agreement. Refer to Note 7 of Notes to the Consolidated Financial
Statements for a discussion of goodwill impairment in 2007.

In May 2005, Finlay Jewelry completed the acquisition of Carlyle. The purchase price was
approximately $29.0 million plus transaction fees, and was financed with additional borrowings under the
Revolving Credit Agreement. In connection with the acquisition, Carlyle’s revolving credit facility
totaling $17.1 million was terminated and paid in full at the closing. Since the date of the acquisition,
Carlyle’s cash requirements have been, and will continue to be, funded under the Revolving Credit
Agreemert.

A significant amount of our operating cash flow will be used to pay interest with respect to the Senior
Notes and amounts due under the Revolving Credit Agreement. As of February 2, 2008, our outstanding
borrowings were $424.2 million, which included a $200.0 million balance under the Senior Notes and
$224.2 million balance under the Revolving Credit Agreement.

The Revolving Credit Agreement contains customary covenants, including limitations on, or relating
to, liens, indebtedness, investments, mergers, acquisitions, affiliate transactions, management
compensation and the payment of dividends and other restricted payments. The only financial covenant is
the maintenance of a minimum of $30.0 million of availability under the facility. The indenture related to
the Senior Notes contains restrictions relating to, among other things, the payment of dividends,
redemptions or repurchases of capital stock, the incurrence of additional indebtedness, the making of
certain investments, the creation of certain liens, the sale of certain assets, entering into transactions with
affiliates, engaging in mergers and consolidations and the transfer of all or substantially all assets. Refer
to Note 8 of Notes to the Consolidated Financial Statements. We were in compliance with all such
covenants as of February 2, 2008.

We believe that, based upon current operations, anticipated growth and continued availability under
the Revolving Credit Agreement, Finlay Jewelry will, for the foreseeable future, be able to meet its debt
service and anticipated working capital obligations and to make distributions sufficient to permit us to pay
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certain expenses as they come due. No assurances, however, can be given that Finlay Jewelry’s current
level of operating results will continue or improve or that Finlay Jewelry’s income from operations will
continue to be sufficient to permit Finlay Jewelry to meet its debt service and other obligations. The
amounts required to satisfy the aggregate of Finlay Jewelry’s interest expense totaled $28.9 million and
$23.0 million in 2007 and 2006, respectively.

Our long-term needs for external financing will depend on our rate of growth, the level of internally
generated funds and the ability to continue obtaining substantial amounts of merchandise on
advantageous terms, including consignment arrangements with our vendors. At February 2, 2008 and
February 3, 2007, $217.9 miilion and $204.0 million, respectively, of consignment merchandise from
approximately 300 vendors was on hand. For 2007, we had an average balance of consignment
merchandise of $i98.3 million as compared to an average balance of $296.5 million in 2006. The
decrease is primarily associated with the termination of Finlay Jewelry’s former gold consignment
agreement and the conversion of this merchandise to owned inventory.

The following table summarizes our contractual and commercial obligations which may have an impact
on future liquidity and the availability of capital resources, as of February 2, 2008 (dollars in thousands):

Payments Due By Period

Less than More than
Contractual Obligations Total 1 year 1-3 years 3-5 years S years
Long-Term Debt Obligations:

Senior Notes (due 2012} (1).vcivivrvvcccvennen. $ 200,000 5 - 5 - $ 200.000 $§ -
Interest payments on Senior Notes 75.375 16,750 33.500 25,125 -
Operating lease obligations (2)..........cceeeeecivvnennns 160,879 26,524 43.431 28.580 62,344
Revolving Credit Agreement (due 2012) (3)....... 224,231 224231 - - -
Employment agreements. ... iiecresvreesraeanens 2,184 2,158 26 - -
Contractual bonuses (4) 862 690 172 - -
Letters of eredit ..o, 6.174 6.174 - - -

Total..ccoeeenee crrrrreeeeen s $ 669.705 $ 276527 § 77129 $ 253.705 5 6234

{1y Tn June 2004, Finlay Jewelry issued $200.0 million of Senior Notes due 2012. Refer to Note 8 of Notes to the Consolidated
Financial Statements. _

(2) Represents future minimum payments under noncancellable operating leases as of February 2. 2008.

(3} The above table excludes interest due under the Revolving Credit Agreement. The average interest rate during 2007 was
7.5%. The average amount outstanding during 2007 was $146.7 million. Refer to Note 8 of Notes to the Consolidated
Financial Statements.

(4) Represents a special bonus for four senior executives cqual to 50% of the executives’ salary if employed by Finlay Jewelry
on the dates specified in the respeciive employment agreements.

The operating leases included in the above table do not include contingent rent based upon sales
volume, which amounted to approximately $104.9 million for 2007, or variable costs such as
maintenance, insurance and taxes. Our open purchase orders are cancelable without penalty and were
excluded from the above table. There were no commercial commitments outstanding as of February 2,
2008 other than as disclosed in the table above, nor have we provided any third-party financial guarantees
as of and for the year ended February 2, 2008.

We have not created, and are not party to, any off-balance sheet entities for the purpose of raising
capital, incurring debt or operating our business. We do not have any arrangements or relationships with
entities that are not consolidated into the financial statements that are reasonably likely to materially
affect our liquidity or the availability of capital resources.

Other Activities Affecting Liquidity
We have entered into various employment agreements with certain senior executives which provide
for future minimum compensation aggregating $2.2 million at February 2, 2008. These agreements, each

expiring after a three year period, guarantee a minimum annual salary level and incentive compensation
upon achieving specific financial goals. Several agreements provide for a special bonus equal to 50% of
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the executive’s salary if the executive remains employed with Finlay Jewelry for the duration of the
agreement.

Seasonality

Our business is highly seasonal, with a significant portion of our sales and income from operations
generated during the fourth quarter of each year, which includes the year-end holiday season. The fourth
quarter of 2007 and 2006 each accounted for an average of approximately 43.8% of our annual sales. We
have typically experienced net losses in the first three quarters of our fiscal year. During these periods,
working capital requirements have been funded by borrowings under the Revolving Credit Agreement.
Accordingly, the results for any of the first three quarters of any given fiscal year, taken individually or in
the aggregate, are not indicative of annual results. See Note 18 of Notes to Consolidated Financial
Statements.

Inflation
The effect of inflation on our results of operations has not been material in the periods discussed.

Critical Accounting Policies and Estimates

The preparation of financial statements in conformity with accounting principles generally accepted
in the United States requires the appropriate application of certain accounting policies, many of which
require us to make estimates and assumptions about future events and their impact on amounts reported in
our financial statements and related notes. We believe the application of our accounting policies, and the
estimates inherently required therein, are reasonable. These accounting policies and estimates are
periodically re-evaluated, as appropriate, and adjustments are made when facts and circumstances dictate
a change. However, since future events and their impact cannct be determined with certainty, actual
results may differ from our estimates, and such differences could be material to the consolidated financial
statements. Historically, we have found our application of accounting policies to be appropriate, and
actual results have not differed materially from those determined using necessary estimates. A summary
of our significant accounting policies and a description of accounting policies that we believe are most
critical may be found in Note 2 to the Consolidated Financial Statements.

Merchandise Inventories

We value our inventories at the lower of cost or market. The cost is determined by the LIFO method
utilizing an internally generated index. We determine the LIFO cost on an interim basis by estimating
annual inflation trends, annual purchases and ending inventory levels for the fiscal year. Actual annual
inflation rates and inventory balances as of the end of any fiscal year may differ from interim estimates,
and, as such, estimates are adjusted in the fourth quarter of each year. Factors related to inventories, such
as future consumer demand and the economy’s impact on consumer discretionary spending, inventory
aging, ability to retarn merchandise to vendors, merchandise condition and anticipated markdowns, are
analyzed to determine estimated net realizable values. An adjustment is recorded to reduce the LIFO cost
of inventories, if required, to their estimated net realizable values. Any significant unanticipated changes
in the factors above could have a significant impact on the value of the inventories and our reported
operating results. Adjustments to earnings resulting from changes in historical loss trends have been
insignificant for 2007 and 2006.

We estimate inventory shrinkage for the period from the last inventory date to the end of the reporting
period on a store-by-store basis. Our inventory shortage estimate can be affected by changes in
merchandise mix and changes in actual shortage trends. The shrinkage rate from the most recent physical
inventory, in combination with historical experience, is the basis for estimating shrinkage. As of February
2, 2008, our shrink reserve totaled $0.4 million, compared to $0.2 million as of February 3, 2007.
Additionally, during 2007 and 2006, inventory shrinkage amounted to approximately 0.4% and 0.5%,
respectively, of sales.
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Vendor Allowances

We receive allowances from our vendors through a variety of programs and arrangements, including
cooperative advertising. Vendor allowances are recognized as a reduction of cost of sales upon the sale of
merchandise or SG&A when the purpose for which the vendor funds were intended to be used has been

fulfilled. Accordingly, a reduction in vendor allowances received would increase our cost of sales and/or
SG&A.

Vendor allowances have been accounted for in accordance with the provisions of the Financial
Accounting Standards Board’s (“FASB”) Emerging Issues Task Force, (“EITF”} Issue No. 02-16,
“Accounting by a Customer (Including a Reseiler) for Cash Consideration Received from a Vendor”
(“EITF No. 02-16"). Vendor allowances provided as a reimbursement of specific, incremental and
identifiable costs incurred to promote a vendor’s products are recorded as an SG&A reduction when the
cost is incurred. All other vendor allowances are initially deferred with the deferred amounts recognized
as a reduction in cost of sales when the related product is sold. In 2007, 2006 and 2005, $8.1 million,

$9.7 million and $11.3 million, respectively, of vendor allowances has been reflected as a reduction to
cost of sales.

As of February 2, 2008 and February 3, 2007, deferred vendor allowances totaled (i) $7.1 million and
$9.4 million, respectively, for owned merchandise, which allowances are included as an offset to
merchandise inventories on the Consolidated Balance Sheets, and (ii) $4.4 million and $5.2 million,
respectively, for merchandise received on comsignment, which allowances are included as deferred
income on the Consolidated Balance Sheets.

Long-Lived Assets

Finlay’s judgment regarding the existence of impairment indicators is based on market and
operational performance. We assess the impairment of long-lived assets, primarily {ixed assets, whenever
events or changes in circumstances indicate that the carrying value may not be recoverable. Factors we
consider important which could trigger an impairment review include the following:

e Significant changes in the manner of our use of assets or the strategy for our overall business;
» Significant negative industry or economic trends; or
s Store closings.

When we determine that the carrying value of long-lived assets may not be recoverable based upon the
existence of one or more of the above indicators of impairment, we recognize an impairment loss at the
time the undiscounted estimated future net cash flows expected to be generated by an asset (or group of
assets) is less than its carrying value. We measure impairment losses as the amount by which the asset’s
carrying value exceeds its fair value. To the extent future cash flows are less than anticipated, additional
impairment charges may result. In 2007, we recorded an impairment charge of $3.0 million to write-off
the goodwill related to Congress. We also review the estimated useful lives of the assets and reduce such
lives if necessary.

Revenue Recagnition

We recognize revenue upon the sale of merchandise, either owned or consigned, to our customers, net
of anticipated returns and net of sales taxes collected. The provision for sales returns is based on historical
evidence of our return rate. As of February 2, 2008 and February 3, 2007, our allowance for sales returns
totaled $2.1 million and $1.9 million, respectively. Adjustments to earnings resulting from revisions to
estimates on our sales return provision have been insignificant for 2007 and 2006. Layaway deposits are
not recognized as sales until fully paid for by the customer and the customer claims the merchandise.
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Self-insurance Reserves

We are self-insured for medical and workers’ compensation claims up to certain maximum liability
amounts. Although the amounts accrued are determined based on an analysis of historical trends of losses,
settlements, litigation costs and other factors, the amounts that we will ultimately disburse could differ
materially from the accrued amounts. Self-insurance reserves aggregated $7.7 million and $7.9 million at
February 2, 2008 and February 3, 2007, respectively.

Income Taxes

In accordance with Statement of Financial Accounting Standards (“SFAS”) No. 109 “Accounting for
Income Taxes,” income taxes must be accounted for by the asset/liability method. The income tax effects
of all revenues, expenses, gains, losses and other events that create differences between the tax basis of
assets and liabilities and their amounts for financial reporting are required to be recognized. Inherent in
the measurement of these tax effects are certain judgments and interpretations of existing tax law and
other published guidance as applied to the Company’s operations. Our effective tax rate considers
management’s judgment of expected tax liabilities in the various taxing jurisdictions within which it is
subject to tax. At any given time, multiple tax years are open to audit by various taxing authorities. The
recorded amounts of income tax are subject to adjustment upon audit, changes in interpretation and
changes in judgment utilized in determining estimates.

Accounting for Acquisitions

In November 2007 and November 2006, Finlay Jewelry completed the acquisitions of Bailey Banks
& Biddle, and Congress, respectively. In May 2005, Finlay Jewelry completed the acquisition of Carlyle.
These acquisitions have been accounted for under the purchase method of accounting in accordance with
SFAS No. 141, “Business Combinations”. As such, we have undertaken an analysis of the fair value of
identified tangible and intangible assets and liabilities. We utilized estimates to determine the fair value
of inventory and certain acquisition costs.

New Accounting Pronouncements

In September 2006, the FASB issued SFAS No. 157, “Fair Value Measurements”, (“SFAS No. 157%).
SFAS No. 157 defines fair value, establishes a framework for measuring fair value in accordance with
accounting principles generally accepted in the United States, and expands disclosures about fair value
measurements. On December 14, 2007, the FASB issued proposed FASB Staff Position No. FAS 157-b,
“Effective Date of FASB Statement No. 157" (the “proposed FSP”). The proposed FSP would amend
SFAS No. 157, to delay the effective date for all nonfinancial assets and nonfinancial liabilities, except
those that are recognized or disclosed at fair value in the financial statements on a recurring basis (that is,
at least annually). The proposed FSP defers the effective date of SFAS No. 157 to fiscal years beginning
after January 31, 2009. We are subject to the remaining provisions of SFAS No. 157 beginning
December 30, 2007. We have not yet determined the impact, if any, that the implementation of SFAS
No. 157 will have on our resulits of operations or financial condition.

In February 2007, the FASB issued SFAS No. 159, “The Fair Value Option for Financial Assets and
Financial Liabilities” (“SFAS No. 159”). SFAS No. 159 permits companies to voluntarily choose to
measure many financial instruments and certain other items at fair value. SFAS No. 159 is effective
beginning February 4, 2008. The Company has decided not to adopt this optional standard.

In December 2007, the FASB issued SFAS No. 141 (revised 2007), “‘Business Combinations”’
(**SFAS No. 141(R)"*), which establishes principles and requirements for how an acquirer recognizes and
measures in its financial statements the identifiable assets acquired, the liabilitics assumed and any non
controlling interest in an acquiree, including the recognition and measurement of goodwill acquired in a
business combination. Certain forms of contingent consideration and certain acquired contingencies will
be recorded at fair value at the acquisition date. SFAS No. 141(R) also states acquisition costs will
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generally be expensed as incurred, and restructuring costs will be expensed in periods after the acquisition
date. SFAS No. 141(R) applies prospectively to business combinations for which the acquisition date is
on or after the beginning of the first annuat reporting period beginning on or after December 15, 2008.
We have not yet determined the impact, if any, that the implementation of the SFAS No. 141(R) will have
on our results of operations or financial condition.

Special Note Regarding Forward-Looking Statements

This Form 10-K includes forward-looking statements. All statements other than statements of
historical information provided herein are forward-looking statements and may contain information about
financial resulits, economic conditions, trends and known uncertainties. You can identify these forward-
looking statements by the use of words like "strategy,” "expect," "plan,” "believe," "will," “estimate,”
"intend," "project,” "goals," "target," "anticipating,” "hope" and other words of similar meaning. You can
also identify them by the fact that they do not relate strictly to historical or current facts. The forward-
looking statements contained herein are subject to certain risks and uncertainties that could cause actual
results, performances or achievements to differ materially from those reflected in, or implied by, the
forward-looking statements. Factors that might cause such a difference include, but are not limited to,
those discussed under "Management's Discussion and Analysis of Financial Condition and Results of
Operations." Important factors that could cause actual results to differ materially include, but are not
limited to:

o Our dependence on, or loss of, certain host store relationships, particularly with respect to
Macy’s, due to the concentration of sales generated by such host store groups;

¢ The impact of significant store closures by our host store groups;,

* The seasonality of the retail jewelry business;

o The impact of changes in the popularity of malls and our host stores and mall traffic levels;

¢  Qur ability to identify, finance and integraté any future acquisitions into our existing business;
e Our ability to continue to obtain substantial amounts of merchandise on consignment;

e Attacks or threats of attacks by terrorists or war which may negatively impact the economy
and/or the financial markets and reduce discretionary spending;

¢ The impact of fluctuations in gold and diamond prices;
¢ Competition in the retail jewelry business and fluctuations in our quarterly results;

e Our ability to collect net sales proceeds from our host stores and the impact of any host store
bankruptcy;

¢ The availability to us of alternate sources of merchandise supply in the case of an abrupt loss of
any significant supplier;

e Qur ability to identify and rapidly respond to fashion trends as well as our ability to maintain
flexible return privileges on owned merchandise;

e Qur ability to increase comparable store sales, expand our business or increase the number of
departments we operate;

e  Our dependence on key officers;
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e Our high degree of leverage and the availability to us of financing and credit on favorable terms;
e  Our compliance with applicable contractual covenants;

* Changes in regulatory requirements which are applicable to our business;
¢ The impact of future claims and legal actions arising in the ordinary course of business; and

* Low or negative growth in the economy or in the financial markets which reduce discretionary
spending on goods perceived to be luxury items.

Readers are cautioned not to unduly rely on these forward-looking statements, which reflect
management's analysis, judgment, belief or expectation only as of the date hereof. We undertake no
obligation to publicly revise these forward-looking statements to reflect events or circumstances that arise
after the date hereof or to reflect the occurrence of unanticipated events. In addition to the disclosure
contained herein, readers should carefully review any disclosure of risks and uncertainties contained in
other documents we file or have filed from time to time with the Commission.

Item 7A. Quantitative and Qualitative Disclosures about Market Risk

We are exposed to market risk through the interest rate on our borrowings under the Revolving Credit
Agreement, which has a variable interest rate. Based on the average amounts outstanding under the
Revolving Credit Agreement for 2007, a 100 basis point increase in interest rates would have resuited in
an increase in interest expense of approximately $1.5 million in 2007. In secking to minimize the risks
from interest rate fluctuations, we manage exposures through our regular operating and financing
activities.

Commodity Risk

We principally address commodity risk through retail price points. Qur commodity risk exposure to
diamond, gold and other merchandise categories relates to market price fluctuations and we currently do
not engage in any hedging activities.
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Item 8. Financial Statements and Supplementary Data
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Item 9. Changes in and Disagreements with Accountants on Accounting and Financial Disclosure

We have had no disagreements with our independent registered public accounting firm regarding
accounting or financial disclosure matters.

Item 9A. Controls and Procedures

Management’s Report on Internal Control Over Financial Reporting

Our management’s report on internal contro! over financial reporting is set forth on page F-2 of this
report and is incorporated herein by reference. The effectiveness of our internal control over financial
reporting as of February 2, 2008 has been audited by Eisner LLP, independent registered public
accounting firm, as stated in its report which is set forth on page F-3 of this report.

Disclosure Controls and Procedures

The Company’s management, with the participation of its Chief Executive Officer (“CEO”) and
Chief Financial Officer (“CFQO™), carried out an evaluation of the effectiveness of disclosure controls and
procedures pursuant to Exchange Act Rule 13a-15 as of the end of the period covered by this report.
Based upon that evaluation, the CEO and CFO concluded that the design and operation of these
disclosure controls and procedures are effective in ensuring that material financial and non-financial
information required to be disclosed by us in reports that we file or submit under the Exchange Act is
recorded, processed, summarized and reported within the time periods specified in the Commission’s
rules and forms.

Because of the inherent limitations in all control systems, no evaluation of controls can provide
absolute assurance that our disclosure countrols and procedures will detect or uncover every situation
involving the failure of persons within the Company to disclose material information otherwise required
to be set forth in our periodic reports.
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Changes in Internal Controls over Financial Reporting

The Company’s management, with the participation of the Company’s CEO and CFO, also conducted
an evaluation of the Company’s internal control over financial reporting, as defined in Exchange Act Rule
13a-15(f), to determine whether any changes occurred during the quarter ended February 2, 2008 that
have materially affected, or are reasonably likely to materially affect, the Company’s internal control over

financial reporting. Based on that evaluation, there was no such change during the quarter ended February
2,2008.

A control system, no matter how well conceived and operated, can provide only reasonable, not
absolute, assurance that the objectives of the control system are met. Further, the design of a control
system must reflect the fact that there are resource constraints, and the benefits of controls must be
considered relative to their costs. Because of the inherent limitations in all controls systems, no evaluation
of controls can provide absolute assurance that all control issues and instances of fraud, if any, within the
Company have been detected. The Company conducts periodic evaluations of its controls to enhance,
where necessary, its procedures and controls. Because. of the inherent limitations in a cost-effective
control system, misstatements due to error or fraud may occur and not be detected.

Item 9B. Other Information

None.
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PART Il

Certain information incorporated herein by reference to our Proxy Statement described below is also
contained in the Finlay Jewelry Form 10-K for the fiscal vear ended February 2, 2008.

Item 190. Directors, Executive Officers and Corporate Governance

In addition to the information set forth below regarding the Company’s executive officers and Codes
of Ethics, the information required by this item is incorporated by reference to the sections captioned
“Election of Directors,” “Corporate Governance, Board of Directors and Committees of the Board” and
“Section 16(a) Beneficial Ownership Reporting Compliance” in our Proxy Statement for the 2008 Annual
Meeting of Stockholders.

Executive Officers

Set forth below is certain information with respect to each of the current executive officers of the
Company and Finlay Jewelry.

Name Age Position
ArhUr E, RCINEI ...ooeor v seresieeans 67 Chairman of the Board. President and Chief Executive Officer of
the Company, Chairman and Chief Executive Officer of Finlay
Jewelry and Director

Joseph M. Melvin......ccooeiiccenrnnnnn. 57 Executive Vice President and Chief Operating Officer of the
Company and President and Chief Operating Officer of Finlay
Jewelry

Leslie A, PRilip.........ooooverincrinncniacnnns 61 Executive Vice President and Chief Merchandising Officer of the
Company and Finlay lewelry

Edward J. Stein...covcvieeirinne e, 63 Senior Vice President and Director of Stores of Finlay Jewelry

Joyce Manning Magrini........ccccouveuenen. 52 Executive Vice President —~ Administration of Finlay Jewelry

Bruce E, Zurlnick ......occcvmvvveirirereiesnnans 56 Senior Vice President, Treasurer and Chief Financial Officer of

the Company and Finlay Jewelry

The business experience, principal occupations and employment of each of the executive officers of
the Company and Finlay Jewelry, together with their periods of service as executive officers of the
Company and Finlay Jewelry, are set forth below,

Arthur E. Reiner became Chairman of the Company effective February 1, 1999 and, from January
1995 to such date, served as Vice Chairman of the Company. Mr. Reiner has also served as President and
Chief Executive Officer of the Company since January 30, 1996 and as Chairman of the Board and Chief
Executive Officer of Finlay Jewelry since January 3, 1995, Prior to joining Finlay, Mr. Reiner had spent
over 30 years with the Macy’s organization. From February 1992 to October 1994, Mr. Reiner was
Chairman and Chief Executive Officer of Macy’s East, a subsidiary of Macy’s. From 1988 to 1992, Mr.
Reiner was Chairman and Chief Executive Officer of Macy’s Northeast, which was combined with
Macy’s Atlanta division to form Macy’s East in 1992. Mr. Reiner is also a director of New York &
Company, Inc.

Joseph M. Melvin was appointed as Executive Vice President and Chief Operating Officer of the
Company and President and Chief Operating Officer of Finlay Jewelry on May 1, 1997. From September
1975 to March 1997, Mr. Melvin served in various positions with May, including, from 1990 to March
1997, as Chairman and Chief Operating Officer of Filene’s (a division of May).

Leslie A. Philip has been Executive Vice President and Chief Merchandising Officer of the Company
and Finlay Jewelry since May 1997. From May 1995 to May 1997, Ms. Philip was Executive Vice
President-Merchandising and Sales Promotion of Finlay Jewelry. From 1993 to May 1995, Ms. Philip
was Senior Vice President--Advertising and Sales Promotion of Macy’s, and from 1988 to 1993, Ms.
Philip was Senior Vice President--Merchandise--Fine Jewelry at Macy’s. Ms. Philip held various other
positions at Macy’s from 1970 to 1988.
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Edward J. Stein has been Senior Vice President and Director of Stores of Finlay Jewelry since July
1995. From December 1988 to June 1995, Mr. Stein was Vice President — Regional Supervisor of Finlay
Jewelry, and occupied similar positions with Finlay’s predecessors from 1983 to December [988. Mr.
Stein held various other positions at Finlay from 1965 to 1983. Mr. Stein will retire on June 23, 2008.

Joyce Manning Magrini has been Executive Vice President - Administration of Finlay Jewelry since
June 2005. From March 1999 to June 2005, Ms. Magrini was Senior Vice President of Human Resources
of Finlay Jewelry and from January 1995 to February 1999, Ms. Magrini was Vice President of Human
Resources. Ms. Magrini held various human resources and customer service positions at Macy’s from
June 1978 through December 1994,

Bruce E. Zurlnick has been Senior Vice President, Treasurer and Chief Financial Officer of the
Company and Finlay Jewelry since January 2000. From June 1990 to December 1999, he was Treasurer
of the Company and Vice President and Treasurer of Finlay Jewelry. From December 1978 through May
1990, Mr. Zurlnick held various finance and accounting positions with Finlay’s predecessors.

Codes of Ethics

We have adopted Codes of Ethics that apply to all of our directors and employees including, without
limitation, our CEO, our CFO and all of our employees performing financial or accounting functions. Our
Codes of Ethics are posted on our Web site, www finlayenterprises.com under the heading “Governance”
and are listed as exhibits to this Form 10-K. We intend to satisfy the disclosure requirement under ltem
5.05 of Form 8-K regarding any amendments to, or waivers from, provisions of our Codes of Ethics by
posting such information on our Web site at the location specified above. However, the Company may
elect to disclose any such amendment or waiver in a report on Form 8-K filed with the Commission either
in addition to or in lieu of the Web site disclosure. We will provide to any person without charge, upon
request addressed to the Corporate Secretary at Finlay Enterprises, Inc., 529 Fifth Avenue, New York,
N.Y. 10017, a copy of the Codes of Ethics.

Item 11. Executive Compensation

The information required by this item is incorporated by reference to the sections captioned
“Executive Compensation” and “Director Compensation” in our Proxy Statement for the 2008 Annual
Meeting of Stockholders.

Ttem 12, Security Ownership of Certain Beneficial Owners and Management and Related
Stockholder Matters

The information required by this item is incorporated by reference to the sections captioned “Security
Ownership of Certain Beneficial Owners and Management” and “Equity Compensation Plan
Information™ in our Proxy Statement for the 2008 Annual Meeting of Stockholders.

Item 13, Certain Relationships and Related Transactions, and Director Independence

The information required by this item is incorporated by reference to the sections captioned “Certain
Transactions” and “Corporate Governance, Board of Directors and Committees of the Board” in our
Proxy Statement for the 2008 Annual Meeting of Stockholders.

Item 14. Principal Accountant Fees and Services

The information required by this item is incorporated by reference to the section captioned
“Principal Accountant Fees and Services” in our Proxy Statement for the 2008 Annual Meeting of
Stockholders.
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PART IV

Item 15. Exhibits and Financial Statement Schedules

(a) Documents filed as part of this report:

(1) Financial Statements.

See Financial Statements Index included in Item & of Part Il of this Form 10-K.

(2) Financial Statement Schedules.

Schedule I — Condensed Financial Information of Registrant

Note: Schedules other than those referred to above have been omitted as inapplicable or not
required under the instructions contained in Regulation $-X or the information is included
elsewhere in the financial statements or the notes thereto.

(3) Exhibits.

(Exhibit Number referenced to Item 601 of Regulation S-K).

Item
Number

11

2.1

2.2(a)

2.2(b)

3.1

32

Description

Purchase Agreement, dated as of May 27, 2004, among the Company, Credit Suisse First
Boston LLC, J.P. Morgan Securities Inc. and SG Americas Securities, LLC (incorporated
by reference to Exhibit 1.1 filed as part of the Quarterly Report on Form 10-Q for the
period ended May 1, 2004 filed by the Company on June 10, 2004).

Agreement and Plan of Merger, dated May 19, 2005, by and among Finlay Jewelry, FFJ
Acquisition Corp., Carlyle & Co. Jewelers, certain stockholders of Carlyle & Co.
Jewelers and Russell L. Cohen (as stockholders’ agent) (incorporated by reference to
Exhibit 2.1 filed as part of the Current Report on Form 8-K filed by the Company on May
25, 2005).

Asset Purchase Agreement, dated September 27, 2007, by and among Zale Corporation,
Zale Delaware, Inc., TXDC, L.P., Finlay Jewelry and, for limited purposes, the Company
(incorporated by reference to Exhibit 2.2(a) filed as part of the Quarterly Report on Form

10-Q for the period ended November 3, 2007 filed by the Company on December 13,
2007).

Letter Agreement, dated November 9, 2007, amending the Asset Purchase Agreement,
dated September 27, 2007, by and among Zale Corporation, Zale Delaware, Inc., TXDC,
L.P., Finlay Jewelry and, for limited purposes, the Company (incorporated by reference
to Exhibit 2.2(b) filed as part of the Quarterly Report on Form 10-Q for the period ended
November 3, 2007 filed by the Company on December 13, 2007).

Certificate of Incorporation of the Company, as amended (incorporated by reference to
Exhibit 3.1 filed as part of the Annual Report on Form 10-K for the period ended January
28, 1995 filed by the Company on April 12, 1995).

Amended and Restated By-Laws of the Company, dated as of December 4, 2007

(incorporated by reference to Exhibit 3.2 to the Company’s Current Report on Form 8-K
filed December 10, 2007).
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4.1

42

4.3(c)

4.5(a)

4.5(b)

4.5(c)

4.5(d)

4.5(e)

4.6

4.7

10.1%

10.2(a)*

Article Fourth of the Certificate of Incorporation , as amended, and Articles Il and VI of
the Amended and Restated By-Laws.

Specimen Common Stock certificate (incorporated by reference to Exhibit 4.2 of Form §-
1 Registration Statement, Registration No. 33-88938 filed by the Company on
January 31, 1995),

Omnibus Agreement to Terminate Registration Rights Agreement and Stockholders’
Agreement, dated November 12, 2007, among the Company and David B. Cornstein and
Arthur E. Reiner on behalf of certain stockholders (incorporated by reference to Exhibit
4.3(c) to the Company’s Current Report on Form 8-K filed November 16, 2007).

Indenture dated as of June 3, 2004 between Finlay Jewelry and HSBC Bank USA, as
Trustee, relating to Finlay Jewelry’s 8-3/8% Senior Notes due June 1, 2012 (incorporated
by reference to Exhibit 4.1 filed as part of the Quarterly Report on Form 10-Q for the
period ended May 1, 2004 filed by the Company on June 10, 2004).

Supplemental Indenture dated as of May 19, 2005 among Carlyle & Co. Jewelers, Finlay
Jewelry and HSBC Bank USA, as Trustee, together with Subsidiary Guarantee
(incorporated by reference to Exhibit 10.5 filed as part of the Current Report on Form 8-
K filed by the Company on May 25, 2005).

Supplemental Indenture dated as of May 19, 2005 among J.E. Caldwell Co., Finlay
Jewelry and HSBC Bank USA, as Trustee, together with Subsidiary Guarantee
(incorporated by reference to Exhibit 10.6 filed as part of the Current Report on Form 8-
K filed by the Company on May 25, 2005).

Supplemental Indenture dated as of May 19, 2005 among Carlyle & Co. of Montgomery,
Finlay Jewelry and HSBC Bank USA, as Trustee, together with Subsidiary Guarantee
(incorporated by reference to Exhibit 10.7 filed as part of the Current Report on Form 8-
K filed by the Company on May 25, 2005).

Supplemental Indenture dated as of May 19, 2005 among Park Promenade, Inc., Finlay
Jewelry and HSBC Bank USA, as Trustee, together with Subsidiary Guarantee
(incorporated by reference to Exhibit 10.8 filed as part of the Current Report on Form 8-
K filed by the Company on May 25, 2005).

Form of Finlay Jewelry’s 8-3/8% Senior Notes due June 1, 2012 (incorporated by
reference to Exhibit 4.6 filed as part of the Annual Report on Form 10-K for the period
ended February 3, 2007 filed by the Company on April 19, 2007).

Registration Rights Agreement, dated as of June 3, 2004, between Finlay Jewelry and
Credit Suisse First Boston LLC, J.P. Morgan Securities Inc. and SG Americas Securities,
LLC (incorporated by reference to Exhibit 4.4 filed as part of the Quarterly Report on
Form 10-Q for the period ended May 1, 2004 filed by the Company on June 10, 2004).

Executive Medical Benefits Plan of Finlay Jewelry and the Company (incorporated by
reference to Exhibit 10.7 of Form S-1 Registration Statement, Registration No. 33-59434
fited by the Company on March 11, 1993).

Employment Agreement, dated as of January 30, 2005, among the Company, Finlay

Jewelry and Arthur E. Reiner (including the forms of restricted stock agreements annexed
thereto) (incorporated by reference to Exhibit 10.5 filed as part of the Quarterly Report
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10.2(2)(i)*

10.2(b)*

10.2(c)*

10.2(d)*

10.2(e)*

10.2(H)*

10.3

10.4(a)*

10.4(b)*

10.4(c)*

10.4(d)*

10.5(a)*

on Form 10-Q for the period ended October 30, 2004 filed by the Company on December
9, 2004).

Amendment No. | to Employment Agreement, dated as of March 11, 2008, among the
Company, Finlay Jewelry and Arthur E. Reiner (incorporated by reference to Exhibit
10.1 filed as part of the Current Report on Form 8-K filed by the Company on March 14,
2008).

Employment Agreement dated as of June 16, 2005 between Joseph M. Melvin and Finlay

Jewelry (incorporated by reference to Exhibit 10.1 filed as part of the Current Report on
Form 8-K filed by the Company on June 22, 20035).

Employment Agreement dated as of June 16, 2005 between Leslie A. Philip and Finlay
Merchandising & Buying, Inc. (incorporated by reference to Exhibit 10.2 filed as part of
the Current Report on Form 8-K filed by the Company on June 22, 2005).

Employment Agreement dated as of June 16, 2005 between Joyce Manning Magrini and
Finlay Jewelry (incorporated by reference to Exhibit 10.3 filed as part of the Current
Report on Form 8-K filed by the Company on June 22, 2005).

Employment Agreement dated as of February 28, 2006 between Bruce E. Zurlnick and
Finlay Jewelry (incorporated by reference to Exhibit 10.1 filed as part of the Current
Report on Form 8-K filed by the Company on March &, 2006).

Employment Agreement dated as of February 28, 2006 between Edward J. Stein and
Finlay Jewelry (incorporated by reference to Exhibit 10.2 filed as part of the Current
Report on Form 8-K filed by the Company on March §, 2006).

Tax Allocation Agreement dated as of November 1, 1992 between the Company and
Finlay Jewelry (incorporated by reference to Exhibit 19.5 filed as part of the Quarterly
Report on Form 10-Q for the period ended May 1, 1993 filed by the Company on June
30, 1993).

Long Term Incentive Plan of the Company (incorporated by reference to Exhibit 19.6
filed as part of the Quarterly Report on Form 10-Q for the period ended May 1, 1993
filed by the Company on June 30, 1993).

Amendment No. | to the Company’s Long Term Incentive Plan (incorporated by
reference to Exhibit 10.14(b) of the Form S-1 Registration Statement, Registration No.
33-88938 filed by the Company on January 31, 1995).

Amendment to the Company’s Long Term Incentive Plan, effective September 28, 2001
(incorporated by reference to Exhibit 10.11(c) filed as part of the Annual Report on Form
10-K for the period ended February 2, 2002 filed by the Company on April 29, 2002).

Form of Agreement and Certificate of Option Pursuant to the Long Term Incentive Plan
of the Company (incorporated by reference to Exhibit 10.1 filed as part of the Quarterly
Report on Form 10-Q for the period ended July 31, 1993 filed by the Company on
September 14, 1993).

1997 Long Term Incentive Plan, as amended (incorporated by reference to Exhibit 10.12
filed as part of the Annual Report on Form 10-K for the period ended February 2, 2002
filed by the Company on April 29, 2002).
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10.5(b)*

10.5(c)*

10.5(d)*

10.6(a)*

10.6(b)*

10.6(c)*

10.6(d)*

10.7(a)*

10.7(b)*

10.8(g)

10.9

Amendment to the Company’s 1997 Long Term Incentive Plan (incorporated by
reference to Exhibit 10.2 filed as part of the Current Report on Form 8-K filed by the
Company on September 10, 2004).

Amendment to the Company’s 1997 Long Term Incentive Plan, effective May 8, 2006
(incorporated by reference to Exhibit 10.1 filed as part of the Current Report on Form 8-
K filed by the Company on June 26, 2006).

Amendment, dated February 27, 2007, to the Company’s 1997 Long Term Incentive Plan
(incorporated by reference to Exhibit 10.5(d) filed as part of the Annual Report on Form
10-K for the period ended February 3, 2007 filed by the Company on April 19, 2007).

The Company’s Executive Deferred Compensation and Stock Purchase Plan
(incorporated by reference to Exhibit 10.1 filed as part of Amendment No. 1 to the
Quarterly Report on Form 10-Q/A for the period ended August 2, 2003 filed by the
Company on September 19, 2003).

Amendment No. I, dated June 19, 2003, to the Company’s Executive Deferred
Compensation and Stock Purchase Plan (incorporated by reference to Exhibit 10.2 filed
as part of Amendment No. 1 to the Quarterly Report on Form 10-Q/A for the period
ended August 2, 2003 filed by the Company on September 19,2003).

Amendment, dated February 27, 2007, to the Company's Executive Deferred
Compensation and Stock Purchase Plan (incorporated by reference to Exhibit 10.6(c)
filed as part of the Annual Report on Form 10-K for the period ended February 3, 2007
filed by the Company on April 19, 2007).

Form of Deferral Agreement under the Company’s Executive Deferred Compensation
and Stock Purchase Plan (incorporated by reference to Exhibit 10.5 filed as part of the
Quarterly Report on Form 10-Q for the period ended November 1, 2003 filed by the
Company on December 10, 2003).

The Company’s Director Deferred Compensation and Stock Purchase Plan (incorporated
by reference to Exhibit 10.3 filed as part of Amendment No. | to the Quarterly Report on
Form 10-Q/A for the period ended August 2, 2003 filed by the Company on September
19, 2003).

Form of Deferral Agreement under the Company’s Director Deferred Compensation and
Stock Purchase Plan (incorporated by reference to Exhibit 10.4 filed as part of the
Quarterly Report on Form 10-Q for the period ended November 1, 2003 filed by the
Company on December 10, 2003).

Fourth Amended and Restated Credit Agreement, dated November 9, 2007, among
Finlay Jeweiry, Carlyle & Co. Jewelers LLC, L. Congress, Inc., the Company, General
Electric Capital Corporation, individually and in its capacity as administrative agent,
Wachovia Bank, N.A., individually and in its capacity as documentation agent, and
certain other lenders and financial institutions parties thereto (incorporated by reference
to Exhibit 10.8(a) filed as part of the Quarterly Report on Form 10-Q for the period ended
November 3, 2007 filed by the Company on December 13, 2007).

Amended and Restated Guaranty, dated as of January 22, 2003, by Finlay Jewelry, Inc.

(“FJ1”), Finlay Merchandising & Buying, Inc. (“Finlay Merchandising & Buying™) and
eFinlay, Inc. (“eFinlay”) (incorporated by reference to Exhibit 10.11 filed as part of the
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10.10(a)

10.10(b)

10.11

10.12

10.13

10.14

10.15

10.16

10.17*

10.18*

Annual Report on Form 10-K for the period ended February 1, 2003 filed by the
Company on May 1, 2003).

Amended and Restated Security Agreement dated as of Januvary 22, 2003, by and among
Finlay Jewelry, FJI, Finlay Merchandising & Buying, eFinlay and G.E. Capital,
individually and as agent (incorporated by reference to Exhibit 10.12 filed as part of the
Annual Report on Form 10-K for the period ended February 1, 2003 fifed by the
Company on May [, 2003).

Amendment to Amended and Restated Security Agreement, dated as of May 19, 2005, by
and among Finlay Jewelry, Fll, Finlay Merchandising & Buying, eFinlay, Carlyle & Co.
Jewelers, Carlyle and Co. of Montgomery, Park Promenade, Inc. and J.E. Caldwell Co.,
and G.E. Capital, individually and as agent (incorporated by reference to Exhibit 10.2
filed as part of the Current Report on Form 8-K filed by the Company on May 25, 2005).

Amended and Restated Pledge Agreement dated as of January 22, 2003, by and among
Finlay Jewelry, FJI, Finlay Merchandising & Buying, eFinlay and G.E. Capital, as agent
(incorporated by reference to Exhibit 10.13 filed as part of the Annual Report on Form
10-K for the period ended February 1, 2003 filed by the Company on May 1, 2003).

Amended and Restated Trademark Security Agreement dated as of January 22, 2003 by
Finlay Jewelry, FJI, Finlay Merchandising & Buying, eFinlay and in favor of G.E.
Capital, as agent (incorporated by reference to Exhibit 10.14 filed as part of the Annual
Report on Form 10-K for the period ended February 1, 2003 filed by the Company on
May 1, 2003).

Amended and Restated Patent Security Agreement dated as of January 22, 2003 by
Finlay Jewelry, FJI, Finlay Merchandising & Buying and eFinlay in favor of G.E.
Capital, as agent (incorporated by reference to Exhibit 10.15 filed as part of the Annual
Report on Form 10-K for the period ended February 1, 2003 filed by the Company on
May 1, 2003).

Amended and Restated Copyright Security Agreement dated as of January 22, 2003 by
Finlay Jewelry, FJl, Finlay Merchandising & Buying and eFinlay in favor of G.E.
Capital, as agent (incorporated by reference to Exhibit 10.16 filed as part of the Annual
Report on Form 10-K for the period ended February 1, 2003 filed by the Company on
May 1, 2003).

Second Amended and Restated Open-End Mortgage Deed and Security Agreement from
Finlay Jewelry to G.E. Capital, dated February 20, 2003, effective as of January 22, 2003
(incorporated by reference to Exhibit 10.17 filed as part of the Annual Report on Form
10-K for the period ended February 1, 2003 filed by the Company on May 1, 2003).

Form of Officer’s and Director’s Indemnification Agreement (incorporated by reference
to Exhibit 10.4 filed as part of the Quarterly Report on Form 10-Q for the period ended
April 29, 1995 filed by the Company on June 3, 1995).

Restricted Stock Agreement, dated as of August 14, 2003, between the Company and
Arthur E. Reiner (incorporated by reference to Exhibit 10.2 filed as part of the Quarterty
Report on Form 10-Q for the period ended November 1, 2003 filed by the Company on
December 10, 2003).

Form of Restricted Stock Agreement entered into by the Company in connection with
October 2003 restricted stock awards under the Company’s 1997 Long Term Incentive
Plan (incorporated by reference to Exhibit 10.3 filed as part of the Quarterly Report on
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10.19*

10.21*

10.22*

10.23*

10.23(a)*

10.23(b)*

10.23(c)*

10.23(d)*

10.24*

10.25*

10.26*

14.1

14.2

Form 10-Q for the period ended November 1, 2003 filed by the Company on December
10, 2003).

Form of Restricted Stock Agreement entered into by the Company in connection with
restricted stock awards under the Company’s 1997 Long Term Incentive Plan
(incorporated by reference to Exhibit 10.1 filed as part of the Quarterly Report on Form
10-Q for the period ended May 1, 2004 filed by the Company on June 10, 2004).

Description of Director and Named Executive Officer Compensation.

Finlay Executive Severance Pay Plan, effective February 28, 2006 (incorporated by
reference to Exhibit 10.22 filed as part of the Annual Report on Form 10-K for the period
ended February 3, 2007 filed by the Company on April 19, 2007).

Finlay Enterprises, Inc. 2007 Long Term Incentive Plan (incorporated by reference to
Annex B to the Company’s Proxy Statement filed May 22, 2007).

Form of Registered Stock Agreement under the 2007 Long Term Incentive Plan
(incorporated by reference to Exhibit 10.23(a) filed as part of the Current Report on Form
8-K filed by the Company on June 25, 2007).

Form of Registered Stock Agreement under the 2007 Long Term Incentive Plan
(incorporated by reference to Exhibit 10.23(b) filed as part of the Current Report on Form
8-K filed by the Company on June 25, 2007).

Form of Agreement and Certificate of Option pursuant to the 2007 Long Term Incentive
Plan (incorporated by reference to Exhibit 10.23(c) filed as part of the Current Report on
Form 8-K filed by the Company on June 25, 2007).

Form of Agreement and Certificate of Option pursuant to the 2007 Long Term Incentive
Plan (incorporated by reference to Exhibit 10.23(d) filed as part of the Current Report on
Form 8-K filed by the Company on June 25, 2007).

Finlay Enterprises, Inc. Cash Bonus Plan, effective as of June 19, 2007 (incorporated by
reference to Annex C to the Company’s Proxy Statement filed May 22, 2007}.

Severance Agreement and General Release between Finlay Jewelry and Edward J. Stein,
dated March 27, 2008 (incorporated by reference to Exhibit 10.25 filed as part of the
Current Report on Form 8-K filed by the Company on March 31, 2008).

Finlay Jewelry Change of Contro! Executive Severance Plan, effective March 11, 2008
(incorporated by reference to Exhibit 10.2 filed as part of the Current Report on Form 8-
K filed by the Company on March 14, 2008).

Statement re: computation of earnings per share (not required because the relevant
computation can be clearly determined from material contained in the financial
statements).

Code of Business Conduct and Ethics, dated December 2005 (incorporated by reference
to Exhibit 14.1 filed as part of the Annual Report on Form 10-K for the period ended
January 28, 2006 filed by the Company on April 26, 2006).

Code of Ethics for Senior Financial Officers (incorporated by reference to Exhibit 14.2
filed as part of the Annual Report on Form 10-K for the period ended February 3, 2007
filed by the Company on April 19, 2007).
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18.1

211
23.1
23.2

233

31.1

31.2

32.1

322

*

(b)
()

Preferability letter from Deloitte & Touche LLP regarding change in inventory valuation
methodology (incorporated by reference to Exhibit 18 filed as part of the Quarterly
Report on Form 10-Q for the period ended October 30, 2004 filed by the Company on
December 9, 2004).

Subsidiaries of the Company.

Consent of Eisner LLP, Independent Registered Public Accounting Firm.

Consent of Deloitte & Touche LLP, Independent Registered Public Accounting Firm.

Consent of Cherry, Bekaert & Holland L.L.P., Independent Registered Public Accounting
Firm.

Certification of principal executive officer pursuant to the Sarbanes-Oxley Act of 2002,
Section 302.

Certification of principal financial officer pursuant to the Sarbanes-Oxley Act of 2002,
Section 302.

Certification of principal executive officer pursuant to the Sarbanes-Oxley Act of 2002,
Section 906.

Certification of principal financial officer pursuant to the Sarbanes-Oxley Act of 2002,
Section 906.

Indicates management contract or compensatory plan or arrangement.
Exhibits — See exhibit index included in Item 15(a)3) of Part IV of this Form 10-K.

Financial Statement Schedules — See Item 15(a)(2) of Part IV of this Form 10-K.

52




SIGNATURES

Pursuant to the requirements of Section 13 or 15(d) of the Securities Exchange Act of 1934,
the registrant has duly caused this report to be signed on its behalf by the undersigned, thereunto
duly authorized.

Finlay Enterprises, Inc.

Date: April 17, 2008 By: /s/ ARTHUR E. REINER
Arthur E. Reiner
Chairman of the Board

Pursuant to the requirements of the Securities Exchange Act of 1934, this Report has been
signed below by the following persons on behalf of the registrant and in the capacities and on the
dates indicated:

Name Title Date
/st ARTHUR E. REINER Chairman of the Board, President, April 17, 2008
Arthur E. Reiner Chief Executive Officer and Director

(Principal Executive Officer)

/s/ BRUCE E. ZURLNICK Senior Vice President, Treasurer and April 17,2008
Bruce E. Zurlnick Chief Financial Officer (Principal
Financial and Accounting Officer)

/s/ DAVID B. CORNSTEIN Director April 17, 2008

David B. Cornstein
/s ROHIT M. DESAI Director April 17, 2008
Rohit M. Desai
/s ELLEN R. LEVINE Director April 17,2008

Ellen R. Levine

/s/ LOUIS LIPSCHITZ Director April 17, 2008

Louis Lipschitz

/sf NORMAN S. MATTHEWS Director April 17, 2008

Norman S. Matthews

fs/f CHARLES E. MCCARTHY Director April 17, 2008

Charles E. McCarthy

/sf THOMAS M. MURNANE Director April 17,2008

Thomas M. Murnane
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Management’s Report on Internal Control Over Financial Reporting

Our management is responsible for establishing and maintaining adequate internal control over financial
reporting, as such term is defined in Exchange Act Rule 13a-15(f). Under the supervision and with the
participation of our management, including our Chief Executive Officer (“CEO”) and Chief Financial
Officer (“CFO™), we conducted an evaluation of the effectiveness of our internal control over financial
reporting based on the framework in Internal Control — Integrated Framework issued by the Committee of
Sponsoring Organizations of the Treadway Commission. Based on our evaluation under the framework in
Internal Control ~ Integrated Framework, our management concluded that our internal control over
financial reporting was effective as of February 2, 2008.

We excluded from our assessment any changes in internal control over financial reporting with respect to
Bailey Banks & Biddle, which was acquired in November 2007, and whose financial statements reflect
total assets and net sales constituting 31% and 12%, respectively, of the related consolidated financial
statement amounts as of and for the year ended February 2, 2008.

The effectiveness of our internal control over financial reporting as of February 2, 2008 has been audited
by Eisner LLP, independent registered public accounting firm, as stated in its report which is set forth on
page F-3 of this report.

/st ARTHUR E. REINER
Arthur E. Reiner
President and Chief Executive Officer

/s BRUCE E. ZURLNICK
Bruce E. Zurlnick

Senior Vice President, Treasurer
and Chief Financial Officer
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REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM

To the Board of Directors and Stockholders
Finlay Enterprises, Inc.

We have audited Finlay Enterprises, Inc. and subsidiaries’ (the "Company") internal control over
financial reporting as of February 2, 2008, based on the criteria established in Internal Control - Integrated
Framework issued by the Committee of Sponsoring Organizations of the Treadway Commission
("COSO"). The Company's management is responsible for maintaining effective internal control over
financial reporting and for its assessment of the effectiveness of internal control over financial reporting,
included in the accompanying Management's Report on Internal Control over Financial Reporting. Our
responsibility is to express an opinion on the Company's internal control over financial reporting based on
our audit.

We conducted our audit in accordance with the standards of the Public Company Accounting Oversight
Board (United States). Those standards require that we plan and perform the audit to obtain reasonable
assurance about whether effective internal control over financial reporting was maintained in all material
respects. Our audit included obtaining an understanding of internal control over financial reporting,
assessing the risk that a material weakness exists, and testing and evaluating the design and operating
effectiveness of internal control based on the assessed risk. Qur audit also included performing such other
procedures as we considered necessary in the circumstances. We believe that our audit provides a
reasonable basis for our opinion.

A company's internal control over financial reporting is a process designed to provide reasonable
assurance regarding the reliability of financial reporting and the preparation of financial statements for
external purposes in accordance with generally accepted accounting principles. A company's internal
control over financial reporting includes those policies and procedures that (i) pertain to the maintenance
of records that, in reasonable detail, accurately and fairly reflect the transactions and dispositions of the
assets of the company; (ii) provide reasonable assurance that transactions are recorded as necessary to
permit preparation of financial statements in accordance with generally accepted accounting principles,
and that receipts and expenditures of the company are being made only in accordance with authorizations
of management and directors of the company; and (iii) provide reasonable assurance regarding prevention
or timely detection of unauthorized acquisition, use, or disposition of the company's assets that could have
a material effect on the financial statements.

Because of its inherent limitations, internal control over financial reporting may not prevent or detect
misstatements. Also, projections of any evaluation of effectiveness to future periods are subject to the risk
that controls may become inadequate because of changes in conditions, or that the degree of compliance
with the policies or procedures may deteriorate.

Our audit did not include the internal controls over financial reporting of Bailey Banks & Biddle because
they were acquired by the Company in November 2007. Bailey Banks & Biddle constituted
approximately $225,795,000 of total assets and approximately $97,408,000 of net sales of the related
consolidated financial statement amounts as of and for the year ended February 2, 2008.

In our opinion, the Company maintained, in all material respects, effective internal control over financial
reporting as of February 2, 2008, based on criteria established in Internal Control-Integrated Framework
issued by COSO.
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We also have audited, in accordance with the standards of the Public Company Accounting Oversight
Board (United States), the consolidated balance sheet of the Company as of February 2, 2008, and the
related consolidated statements of operations, stockholders' equity and comprehensive income (loss), and
cash flows for the year then ended, and our report dated April 14, 2008 expressed an unqualified opinion
thereon.

fs/ Eisner LLP

New York, New York
April 14,2008
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REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM

To the Board of Directors and Stockholders
Finlay Enterprises, Inc.

We have audited the accompanying consolidated balance sheet of Finlay Enterprises, Inc. and subsidiaries
{the "Company") as of February 2, 2008, and the related consolidated statements of operations,
stockholders' equity and comprehensive income (loss), and cash flows for the year then ended. Our audit
also included the financial statement schedule listed in the Index at Item 15 insofar as it relates to the
period referred to above. These financial statements and schedule are the responsibility of the Company's

management. Our responsibility is to express an opinion on these financial statements and schedule based
on our audit.

We conducted our audit in accordance with the standards of the Public Company Accounting Oversight
Board (United States). Those standards require that we plan and perform the audit to obtain reasonable
assurance about whether the financial statements are free of material misstatement. An audit includes
examiring, on a test basis, evidence supporting the amounts and disclosures in the financial statements.
An audit also includes assessing the accounting principles used and significant estimates made by
management, as well as evaluating the overall financial statement presentation. We believe that our audit
provides a reasonable basis for our opinion.

In our opinion, the financial statements referred to above present fairly, in all material respects, the
consolidated financial position of Finlay Enterprises, Inc. and subsidiaries as of February 2, 2008 and the
consolidated resuits of their operations and their cash flows for the year then ended in conformity with
U.S. generally accepted accounting principles. Also, in our opinion, the related financial statement
schedule, when considered in relation to the basic financial statements taken as a whole, presents fairly, in
all material respects, the information set forth therein,

We also have audited, in accordance with the standards of the Public Company Accounting Oversight
Board (United States), the Company’s internal control over financial reporting as of February 2, 2008,
based on the criteria established in Internal Control — Integrated Framework issued by the Committee of
Sponsoring Organizations of the Treadway Commission and our report dated April 14, 2008 expressed an
unqualified opinion thereon.

/s/ Eisner LLP

New York, New York
April 14, 2008
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REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM

To the Stockholders and Board of Directors
of Finlay Enterprises, Inc.:

We have audited the accompanying consolidated balance sheet of Finlay Enterprises, Inc. and subsidiaries
(the “Company”) as of February 3, 2007, and the related consolidated statements of operations,
stockholders’ equity and comprehensive income (loss), and cash flows for each of the two years in the
period ended February 3, 2007. Our audits also included the financial statement schedule listed in the
Index at Item 15. These financial statements and financial statement schedule are the responsibility of the
Company's management. Our responsibility is to express an opinion on these financial statements and
financial statement schedule based on our audits. We did not audit the financial statements of Carlyle &
Co. Jewelers (a wholly-owned subsidiary of Finlay Fine Jewelry Corporation), which statements reflect
total assets constituting $75,634,000 and $62,323,000 of consolidated total assets as of February 3, 2007
and January 28, 2006, respectively, and total net sales constituting $101,572,000 and $69,490,000 of
consolidated total net sales for the years ended February 3, 2007 and January 28, 2006, respectively.
Such financial statements were audited by other auditors whose report has been furnished to us, and our
opinion, insofar as it relates to the amounts included for Carlyle & Co. Jewelers, is based solely on the
report of such other auditors.

We conducted our audits in accordance with the standards of the Public Company Accounting Qversight
Board (United States). Those standards require that we plan and perform the audit to obtain reasonable
assurance about whether the financial statements are free of material misstatement. An audit includes
examining, on a test basis, evidence supporting the amounts and disclosures in the financial statements.
An audit also includes assessing the accounting principles used and significant estimates made by
management, as well as evaluating the overall financial statement presentation. We believe that our
audits and the report of other auditors provide a reasonable basis for our opinion.

In our opinion, based on our audits and the report of other auditors, such consolidated financial statements
present fairly, in all material respects, the financial position of Finlay Enterprises, Inc. and subsidiaries as
of February 3, 2007, and the results of their operations and their cash flows for each of the two years in
the period ended February 3, 2007, in conformity with accounting principles generally accepted in the
United States of America. Also, in our opinion, such financial statement schedule, when considered in
relation to the basic consolidated financial statements taken as a whole, present fairly, in all material
respects, the information set forth therein.

As discussed in Note 2, to the Notes to Consolidated Financial Statements the Company adopted the
provisions of Statement of Financial Accounting Standards No. 123(R), Share-Based Payment, on
January 29, 2006.

Also, as discussed in Note 2, the accompanying February 3, 2007 and January 28, 2006 Statements of
Operations have been restated for discontinued operations, in accordance with Statement of Financial
Accounting Standards No. 144, Accounting for the Impairment or Disposal of Long-Lived Assets.

/s/ DELOITTE & TOUCHE LLP
New York, New York

April 19, 2007 (April 14, 2008 as to the effects of the restatement and discontinued operations discussed
in Note 2)




REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM

The Board of Directors
Carlyle & Co. Jewelers Greensboro, North Carolina

We have audited the balance sheet of Carlyle & Co. Jewelers, a wholly-owned subsidiary of Finlay Fine
Jewelry Corporation, {the “Company™), as of February 3, 2007, and the related statements of operations
and retained earnings, and cash flows for the year ended February 3, 2007 and the 37 week period ended
January 28, 2006. These financial statements are the responsibility of the Company’s management. Our
responsibility is to express an opinion on these financial statements based on our audits.

We conducted our audits in accordance with the standards of the Public Company Accounting Oversight
Board (United States). Those standards require that we plan and perform the audit to obtain reasonable
assurance about whether the financial statements are free of material misstatement. An audit includes
examining, on a test basis, evidence supporting the amounts and disclosures in the financial statements.
An audit also includes assessing the accounting principles used and significant estimates made by
management, as well as evaluating the overall financial statement presentation. We believe that our audits
provide a reasonable basis for our opinion.

In our opinion, the financial statements referred to above present fairly, in all material respects, the
financial position of Carlyle & Co. Jewelers, a wholly-owned subsidiary of Finlay Fine Jewelry
Corporation, as of February 3, 2007, and the results of their operations and their cash flows for the year
ended February 3, 2007 and the 37 week period ended January 28, 2006 in conformity with accounting
principles generally accepted in the United States of America.

/s/f CHERRY, BEKAERT & HOLLAND L.L.P.

Raleigh, North Carolina
April 19, 2007
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FINLAY ENTERPRISES, INC.

CONSOLIDATED STATEMENTS OF OPERATIONS

(in thousands, except share and per share data)

Year Ended
February 2, February 3, January 28,
2008 2007 2006
SAIES ..ottt ettt enanen $ 835,892 $ 739,021 $ 689,495
COSE OF SALES 1uvirriiere e eete e eer e e n s s aar s e s s sbaas o 455,664 392,012 352,407
GroSS MATZIN ...cooiiiiiirr e et e e e 380,228 347,009 337,088
Selling, general and administrative €Xpenses .......o..coccevciennnnnn, 347,255 322,676 304,525
Depreciation and amortization............cccoveeeievesiecceenssvenrevrsscnnis 15,545 14,756 14,524
Impairment of 200dWill ........c..coooeiiiiiicccec e, 3,009 - 77,288
Income (loss) from Operations.............cceccvivvrerreerrrresereesienean, 14,419 9,577 {59,249)
INTEIEST XPENSE, NEL...ceeieieeeircres s ree s e e ecmresr s e rsenane 30,586 23,377 21,801
Other eXpense ..., - - 79
Loss from continuing operations before
INCOIMIE LAXES wvveiivrrreieeeiceineeserrresisneserrenaessbasrersseenssesasssneesns (16,167) (13,800) (81,129
Benefit for inCOme taxes........ccocoeeveeeeiiieceneese e e (5,882) (5,751) (6,937)
Loss from continuing oOperations ............o.ecviveareiannniceneennas (10.285) (8,049) (74,192)
Discontinued operations, net of tax .........ccccecreeieneeiecnciieiene 236 12,457 18,456
Net inCome (10SS) ..oceeriiiiiiiieciceie e eenns $ (10,049 $ 4,408 $ (55,736)
Net income (ioss) per share applicable to common shares:
Basic net income (loss) per share:
Loss from continuing Operations .......cccceceeevemreerresereeinens § (1.13) § (089 $ (8.26)
Discontinued operations, net of tax .......ccooccvcrcencvrinnennennen 0.03 1.38 2.05
Basic net income (loss) per share ........cocoeorevveiereneicneenn, $ (1.10) $ 049 $ (6.21)
Diluted net income (loss) per share:
Loss from continuing Operations .........cccoceoeoeeeeeeeaernaeeennnns $ (1.13) $ (0.89) $ (8.26)
Discontinued operations, net of taX .......ccccoecevnvnienienrinne 0.03 1.38 2.05
Diluted net income (loss) per share ........ccccoceverereceicencnn, $ (1.10) $ 0.49 $ (6.21)
Weighted average shares and share equivalents outstanding:
BaSiC .o e 9,102,601 9,016,730 8,980,621
DIlULEd .o e 9,102,601 9,016,730 8,980,621

The accompanying notes are an integral part of these consolidated financial statements.
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FINLAY ENTERPRISES, INC.
CONSOLIDATED BALANCE SHEETS
(in thousands, except share and per share data)

February 2, February 3,
2008 2007
ASSETS
Current assets:
Cash and cash equivalentS.........o.ooociiriiii e s $ 5358 £ 2415
ACCOUNES TECRIVADBIE 1 vviiiiiiieiiieieierreree s rses et ce s s st s sad st enm e e anesem e 13,793 26,271
O TECEIVADIES ... veiieieireieeeeieieeeeeresrnnrerrieaseeeeeesbstssesirneeeaasarntasss s rnresssnrmansssserate 1,590 2,314
Merchandise INMVENTOTIES. ... ..c.cviiviecreeriersrreeesreesrrrssreesseesseesbsssbss saessasssnsnsnnsssngessness 611,488 430,479
Prepaid expenses and Other ... e 7,236 4,356
TOLAL CUITEIE BSSEES «eeeeereerieeeeeesiiiirsresresriessesiasssarassmsaseeeeeeasstsaisrabassnenmnssssosrssissonns 639,465 465,835
Fixed assets:
Building, equipment, fixtures and leasehold improvements..........coov e 112,079 98,229
Less — accumulated depreciation and amortization ... 41,887 43,236
FiXed ASSELS, NMEL..ciiiireieeieraiiirriesrarsaresrrrsseeasesaeressssssessrsssaessnsesmnsssnesnssss e s snsasssans 70,192 54,993
Deferred charges and other assets, NEt ... 27,431 13,517
GOOAWII eneveeserer e ee e e e e e sesssseesameeaaaaseessassaassnsesnsessanseeetasseabbastsane e s s et eass 1hennes s rmnessnsns - 3,009
TOLR] ASSELS. vrureirereeeeeieviiitcreeassereraneeess e raaereaneseremaee sas st s s as e b s saberaasbe s iR e b e sapa e s s e nen $ 737,088 $ 537,354
LIABILITIES AND STOCKHOLDERS® EQUITY
Current liabilities:
ShOH-1EMIT BOTTOWINES ...ocvvreerireree et $ 224,23) £ 45876
Accounts payable — trade (including cash overdraft of $7,209 and $4,891
at February 2, 2008 and February 3, 2007, respectively).....onn. 110,475 85,053
Accrued liabilities:
Accrued salaries and bBenefits...........ovicieeeeeciirniiencsersae st s s 15,799 16,940
Accrued MISCEllANEOUS TAXES ......oiocieieeiiereirrreriersssreesrsssrrseeesneeeernssssbasssssenssnenss 7,162 7,226
ACCTUE IITEETEST ..eteieeesrereeereeaeeeeeeseeessssbnssvasasnssseraranbeessssmsonseea s bstatabastssnsasarsns 3,494 2.874
DB TR IMCOIMIE ooeveiecterreeseserreeeeeeeaeeesesetanssasssbaresasasatasaasransaesaseeesebobaaanssininsrnnes 4,364 5,206
DeleITEd INCOIMIE LAXES vevrrrereeeceeeeeeesiitiisssssesnseressesssnaesrareseaneesaseesistassibnssrsrsnrnsases 16,009 13,322
(84T o O U OO U PR 29,515 16,394
INCOME 1axes PAYADIE .....ecvvirerree e s 5,660 13,471
Total CUITENE HADIIIIES.....c.occeieeersirie e e s rerse e e eseee et st sb e s sme b sanbe s 416,709 206,362
LONZAErm debl ...coviiincciniieei et s 200,000 200,000
DeferTed INCOME LAXES ..eeevrreirierieeereisisteisnessreesnresseesnsssshessssssneassesestnetssresssesssesnsssesans 3,593 7,827
Other NON-cUITENt HabilitIEs ..ot iceee e cr v reees e e s bt e rbames sr e e s eannes 3,278 936
T Ot THADT IS e v e e e eeecee it vvae e s e e re s rnr e ebr s s e e e e e sk s bt sabass sre st s e e samns e 623,580 415,125
Commitments and contingencies (Note 17)
Stockholders’” equity:
Common Stock, par value $.01 per share; authorized 25,000,000 shares;
issued 11,514,359 and 11,348,017 shares, at February 2, 2008 and
February 3, 2007, reSpectively......ccoiiiniirmrenseee st e 114 113
Additional paid-in CAPILAL ... 95,613 92,999
Retained armings ....o.veeviirereeceere et 45,632 56,704
Less treasury stock, of 2,302,597 and 2,227,366 shares, at February 2, 2008
and February 3, 2007, respectively, at COSt........ovviiieen s (27,851) (27,587)
Total StoCKROIAErS” EQUILY .ovveerrireereieeeccirn ittt e esas s 113,508 122,229
Total liabilities and stockholders’ eqUity ...t $§ 737,088 $ 537,354

The accompanying notes are an integral part of these consolidated balance sheets.
‘;...-—\""\ ot At TRY HE kel
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FINLAY ENTERPRISES, INC.
CONSOLIDATED STATEMENTS OF CHANGES IN STOCKHOLDERS® EQUITY
AND COMPREHENSIVE INCOME (LOSS)
(in thousands, except share data)

Accumulated

Other
Comprehensive
Income {Loss)
Unatnortized
Common Stack Additional Restricted Tota!
Number Paid-in Retained Stock Treasury Stockholders’
of Shares Amount Capital Earnings Compensati Stock Equity
Balance, January 29, 2005 ... 8.989377 $ 112 $90.048 $108032 § (1612) % (27.399) $§ 149,181
[ o - - - (55,736) - - (55.736)
Change in fair value of gold
forward contracts, net of tax....... - - - - 476 - 476
Comprehensive 105S ...occoevvienennnen.
Exercise of stock options
and related tax benefit................ 17.333 - 209 - - - 209
Issuance of restricted stock and
restricted stock units........eeevveeens - - 2,248 - (1,309) - 939
Amortization of restricted stock
compensation and restricted
SEOCK UNIMS e - - - - 1.216 - 1.216
Balance, January 28,2006 ............... 9.006.710 112 92.505 52,296 (1.229) (27.399) 116,285 L
Nt INCOME c.verreriiccerni e e - - - 4 408 - - 4,408 % 4408
Change in fair value of gold
forward contracts, net of tax ... - - - - (364) - (364) 364
Comprehensive income............. $ 4,044
Issuance of common stock.......... 132.403 i - - - - 1
Reversal of unamortized
restricted stock compensation.. - - {1,593) - 1,593 - -
Exercise of stock options and
related tax benefit ..o, 1,000 - 8 - - - g
Stock options expense.......o..o..... - - 95 - - - 95
Issuance of restricted stock
and restricted stock units ....... - - 565 - - - 565
Amortization of restricted stock
compensation and restricted
STOCK URILS....veveeeerireeee e - - 1,419 - - - 1.419
Purchase of treasury stock
Note 10) .o (19,462) - - - - {188) (188)
Balance, February 3, 2007 ......... 9,120,651 113 92,999 56,704 - (27.587) 122,229
NEL 1088 ccovecrnneicremrneriisneseeasseasans - - - (10,04%N - - (10,04%) $ (10.049
Comprehensive 1085 ......oeeercriernnns $ (10,049
Effect of adoption of FIN 48.......... - - - {1.023) - - (1.023)
Issuance of common stock............ 166,342 1 - - - - i
Award of restricted stock units...... - - 856 - - - 856
Amortization of restricted stock
compensation and restricted
SEOCK UDILS ...eeeevee et e - - 1,758 - - - 1.758
Purchase of treasury stock
Note 10} ..o (75.231) - - - - (264) (264)
Balance, February 2. 2008......... 9.211.762 $ 114 $95.613 $ 45.632 £ - $(27.851)  $113,508

The accompanying notes are an integral part of these consolidated financial statements.

Best Available Copy
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FINLAY ENTERPRISES, INC.
CONSOLIDATED STATEMENTS OF CASH FLOWS

(in thousands)

CASH FLOWS FROM OPERATING ACTIVITIES
Net income (loss).... .
Adjustments to reconc1]c nct income (loss) w0 net cash prowded
by (used in) operating activities:

Impairment of ZOOAWIIL........cviiimr e e
Depreciation and amortization
Loss on disposal of fixed 8SSets..........ccoiriiiiniiiiine i e s
Write-off of deferred financing COSIS v e
Amortization of deferred financing costs.. erereertee e bt en e et st san e
Amortization of restricted stock compcnsauon and resmcted stock unns .....

Deferred inCome tax provision ... eeecereesiieiiee i s roraeraenenrens
Other, net... v
Changes in operatmg asscls and Ilabllules net of eﬁ'ecls from acqmsmons
(Note 3):
{Increase) decrease in accounts and other receivables ..o

{Increase) decrease in merchandise inventories...

(Increase) decrease in prepaid cxpenses and olher e ieasrea

Increase (decrease) in accounts payable and accrucd hab:lmes
NET CASH PROVIDED BY (USED IN) OPERATING ACT[VH IES

CASH FLOWS FROM INVESTING ACTIVITIES
Purchases of equipment, fixtures and leaschold improvements.......oocoveirennienens
Acquisition of Bailey Banks & Biddle, net of cash acquired ...
Acquisition of Congress, net of cash acquired......c.oovevvmireeivenieneeces
Acquisition of Carlyle, net of cash acquired ...
Deferred charges and other assets ....cveeeiviiiciiiciiinnns

NET CASH USED IN INVESTING ACTIVITIES....

CASH FLOWS FROM FINANCING ACTIVITIES
Proceeds from revolving credit facility ...
Principal repayments on revolving credit facility ....cooveeccreeencnnaiins
Payment of Congress debt assumed upon acquisition...........cceecvee
Payment of Carlyle debt assumed upon acquisition.......
Capitalized financing COS1S ..o
Bank overdrafi...
Purchase oftrcasury slock
Stock options exerCised .....uuriiiririiei e s
NET CASH PROVIDED BY (USED IN) FINANCING ACTIVITIES ...
INCREASE (DECREASE)} IN CASH AND CASH EQUIVALENTS ..............
CASH AND CASH EQUIVALENTS, BEGINNING OF YEAR ..o
CASH AND CASH EQUIVALENTS, END OF YEAR ...

SUPPLEMENTAL DISCLOSURE OF CASH FLOW INFORMATION
ITETESE PAIL L. evevereascemrereeeres e e cee st rea b ssa b s R e et

INCOME LAXES PAI .1 ..enerrereee e e s e st am e ee s et enenes

SUPPLEMENTAL DISCLOSURE OF NON-CASH ACTIVITIES:
Tax benefit from exercise of stock options...

Award of vested participant restricted stock UNILS Loevintsiiierie e ener e s s
Accrual for purchases of fixed assets..
Reclassification of other receivables to merchandlsc inventories..

Year Ended

February 2, February 3, January 28,
2008 2007 2006
$ (10.049) $ 4,408 $(55,736)
3.009 - 71.288
15,718 18,397 19.125

330 6,072 182
1,213 - -
1.206 1.319 1,185
1.758 1,419 1.216
{1.347) (1,409) (5,457)

375 (265) 106
13.202 4810 (23,057)
29.953 (33,069) 1,989

96 87 (262)
18.244 {45.010) 10,730
73.508 (43.241} 27,309

(13.406) {11,834 {11,869)
(230,131) - -

- (6.260) -

- - (28.790)

(82) - -

{243.619) (18.094) {40.659)
914,911 794,138 733,314
(736,556) (748,262) (733,314)
- (10,031) -
- - (17,137}
(7.355) {700} 311
2318 594 (5.600)
(264) (188) -
- 8 146
173,054 35,559 (22.502)

2.943 (25.776) (36,252)

2,415 28,191 64.443
$ 5358 $ 2415 $ 28.191
$ 28,856 § 23,033 $ 23.213
$ 3318 § 11,121 $ 7.159
$ - § - 3 63
$ 864 $ 643 $ 734
$ 1347 § 3436 § 2,548
s - S 49.068 $ -

The accompanying notes are an integral part of these consolidated financial statements.



FINLAY ENTERPRISES, INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

NOTE 1 - DESCRIPTION OF BUSINESS

Finlay Enterprises, Inc. (the “Company”, the “Registrant”, “we”, “us” and “our”), a Delaware
corporation, conducts business through its wholly-owned subsidiary, Finlay Fine Jewelry Corporation and
its wholly-owned subsidiaries (“Finlay Jewelry™). References to “Finlay” mean collectively, the Company
and Finlay Jeweiry. We are a retailer of fine jewelry products and operate licensed fine jewelry
departments in department stores and specialty jewelry stores throughout the United States. All references
herein to licensed departments refer to fine jewelry departments operated pursuant to license agreements
with host department stores and all references herein to stand-alone jewelry stores refer to our specialty
jewelry stores.

In May 2005, Finlay Jewelry completed the acquisition of Carlyle & Co. Jewelers (“Carlyle™).
Carlyle currently operates 32 specialty jewelry stores in nine states located primarily in the southeastern
United States under the Carlyle & Co., J.E. Caldwell & Co. and Park Promenade trade names,

In November 2006, Finlay Jewelry completed the acquisition of L. Congress, Inc. (“Congress™).
Congress currently operates five specialty jewelry stores in southwest Florida.

In November 2007, Finlay Jewelry completed the acquisition of substantially all of the assets and
specified liabilities of the Bailey Banks & Biddle division of Zale Corporation, a chain of 70 stand-alone
stores in 24 states with a focus on the luxury market, offering jewelry and watches under high-end name
brands.

Results of operations of acquired businesses are included in the accompanying Consolidated
Statements of Operations since the date of acquisition,

As a result of the store closings in 2006 associated with Macy’s, Inc. (“Macy’s”) formerly known as
Federated Department Stores, Inc. and The May Department Stores Company (“May™) merger, the results
of operations for the 194 departments that were either divested or phased into the Macy’s East or Macy’s
West divisions have been segregated from those of continuing operations, net of tax, and classified as
discontinued operations. Additionally, as a result of the decision by Belk, Inc. (“Belk™) not to renew Finlay
Jewelry’s license agreement, the results of operations of the 75 Belk departments that closed in January
2007 have been segregated from those of continuing operations, net of tax, and classified as discontinued
operations. Further, as a result of Belk’s acquisition of Parisian from Saks, Inc. (“Saks™) in October 2006,
33 Parisian departments closed in July 2007. The results of operations for these departments have also
been reclassified as discontinued operations. Unless otherwise indicated, the following discussion relates
to our continuing operations. See Note 14 for additional information regarding discontinued operations
and Note 19 for subsequent events.

In November 2007, Finlay Jewelry’s revolving credit agreement with General Electric Capital
Corporation (“G.E. Capital™) and certain other lenders was amended and restated (the “Revolving Credit
Agreement”). The Revolving Credit Agreement, which matures in November 2012, provides Finlay
Jewelry with a senior secured revolving line of credit up to $550.0 million (the “Revolving Credit
Facility™).

Consolidation: The accompanying consolidated financial statements include the accounts of the
Company and our wholly-owned subsidiary, Finlay Jewelry. [ntercompany accounts and transactions have
been eliminated in consolidation.

Use of Estimates: The preparation of financial statements in conformity with accounting principles
generally accepted in the United States of America requires management to make estimates and
assumptions that affect the reported amounts of assets and liabilities and disclosure of contingent assets
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FINLAY ENTERPRISES, INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

NOTE 2 - SIGNIFICANT ACCOUNTING POLICIES

and liabilities at the date of the financial statements and the reported amounts of revenues and expenses
during the reporting period. Significant estimates in these Consolidated Financial Statements include
merchandise inventories, vendor allowances, useful lives of finite-lived assets, accounting for acquisitions,
self-insurance reserves, income taxes and other accruals. Actual results may differ from those estimates.

Fiscal Year: Our fiscal year ends on the Saturday closest to January 31. References to 2008, 2007,
2006 and 2005 relate to the fiscal year ending on January 31, 2009 and the fiscal years ended on February
2, 2008, February 3, 2007 and January 28, 2006, respectively. Each of the fiscal years includes 52 weeks,
except 2006, which includes 53 weeks.

Cash and Cash Equivalents: We consider cash on hand and deposits in money market funds as cash
and cash equivalents. The majority of payments due from third-parties for credit card and debit card
transactions process within 24-48 hours, and, as such, are classified as cash and cash equivalents. Amounts
due from third parties for these transactions totaled $2.7 million and $0.6 million at February 2, 2008 and
February 3, 2007, respectively.

Merchandise Inventories: Consolidated inventories are stated at the lower of cost or market
determined by the last-in, first-out (“LIFO”) method using internally developed indices. Inventory is
reduced for estimated obsolescence or unmarketable inventory equal to the difference between the cost of
inventory and the estimated market value based upon assumptions about future demand and market
conditions.

In past years, the Company has from time to time entered into forward contracts based upon the
anticipated sales of consigned gold merchandise. These contracts aided our efforts in hedging against the
risk of gold price fluctuations, as the cost of gold for our consigned gold merchandise was not fixed until
the merchandise was sold. For the years ended February 3, 2007 and January 28, 2006, the gain/loss on
open forward contracts was not material.

Hedging: Statement of Financial Accounting Standards (“SFAS™) No. 133, “Accounting for Derivative
Instruments and Hedging Activities”, as amended, establishes accounting and reporting standards for
derivative instruments, including certain derivative instruments embedded in other contracts, and for
hedging activities. Under SFAS No. 133, all derivatives, whether designated in hedging relationships or
not, are required to be recorded on the batance sheet at fair value. SFAS No. 133 defines requirements for
designation and documentation of hedging relationships, as well as ongoing effectiveness assessments,
which must be met in order to qualify for hedge accounting, For a derivative that does not qualify as a
hedge, changes in fair value would be recorded in earnings immedliately.

We designated our existing derivative instruments, consisting of gold forward contracts, as cash flow
hedges. For derivative instruments designated as cash flow hedges, the effective portion of the change in
the fair value of the derivative is recorded in accumulated other comprehensive income, a separate
component of stockholders’ equity, and is reclassified into cost of sales when the offsetting effects of the
hedged transaction impact earnings. Changes in the fair value of the derivative attributable to hedge
ineffectiveness are recorded in earnings immediately.

Stock Based Compensation: Effective January 29, 2006, we began recording compensation expense
associated with stock options and other forms of equity compensation in accordance with SFAS No. 123R,
“Share-Based Payment” (“SFAS No. 123R”), as interpreted by the Securities and Exchange Commission
(the “Commission™) Staff Accounting Bulletin No. 107 (“SAB No. 107”). Prior to January 29, 2006, we
had accounted for stock options according to the provisions of Accounting Principles Board (“APB”)
Opinion No. 25, “Accounting for Stock Issued to Employees”, and related interpretations, under which no
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FINLAY ENTERPRISES, INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

NOTE 2 - SIGNIFICANT ACCOUNTING POLICIES (continued)

compensation expense was recorded for awards granted without intrinsic value. We adopted the modified
prospective transition method provided for under SFAS No. 123R, and, consequently, have not
retroactively adjusted results from prior periods. Under this method, compensation cost recorded for stock
options during 2006 included amortization of the remaining unvested portion of the stock option awards
granted prior to January 29, 2006, based on the estimated fair value. Moreover, in accordance with the
provisions of SFAS No. 123R, we reversed the balance in deferred compensation to additional paid-in-
capital on our Consolidated Balance Sheets upon adoption of SFAS No. 123R.

Depreciation and Amortization: Depreciation and amortization are computed by the straight-line
method over the estimated useful lives of the fixed assets; generally, four years for displays, three to 15
years for fixtures, computers and equipment and 30 to 39 years for buildings. Leasehold improvements and
other fixed assets are depreciated over the shorter of their estimated useful lives or the expected term of the
license or lease agreements.

Software Development Costs: Software development costs have been accounted for in accordance
with Statement of Position (the “SOP”) No. 98-1, “Accounting for the Costs of Computer Software
Developed or Obtained for Internal Use”. The SOP states that software development costs that are
incurred in the preliminary project stage are expensed as incurred. Once the specified criteria of the SOP
have been met, internal and external direct costs incurred in developing or obtaining computer software as
well as related interest costs are capitalized. Training and data conversion costs are expensed as incurred.
In addition, costs incurred for the routine operation and maintenance of management information systems
and software are expensed as incurred. Amortization is computed by the straight-line method over the
estimated useful lives of the software ranging from three to seven years.

included in Deferred charges and other assets, net in the accompanying Consolidated Balance Sheets at
both February 2, 2008 and February 3, 2007, are capitalized software costs of $20.6 million and $23.0
million, respectively, and accumulated amortization of $19.7 million and $19.0 million, respectively.

Net Income (Loss) per share: Net income (loss) per share has been computed in accordance with
SFAS No. 128, “Earnings per Share”. Basic and diluted net income (loss) per share were calculated using
the weighted average number of shares outstanding during each period, with options to purchase common
stock, par value $0.01 per share (“Common Stock™), restricted stock and restricted stock units, included in
diluted net income (loss) per share, using the treasury stock method, to the extent that such options,
restricted stock and restricted stock units were dilutive. As we had a loss from continuing operations for
2007, 2006 and 2005, the stock options, restricted stock and restricted stock units are not considered in the
calculation of diluted net loss per share due to their antidilutive effect. As a result, the weighted average
number of shares outstanding used for basic and diluted net loss per share calculations were the same.
Total stock options, restricted stock and restricted stock units outstanding were 1,441,618, 1,451,481 and
1,411,094 at February 2, 2008, February 3, 2007 and January 28, 2006, respectively, with option prices
ranging from $2.71 to $24.31 per share.

Deferred Financing Costs: Deferred financing costs are amortized over the term of the related debt
agreements using the straight line method, which approximates the effective interest method. Net deferred
financing costs totaled $9.4 million at February 2, 2008 and $4.4 million at February 3, 2007, net of
accumulated amortization of $2.6 million and $3.5 million, respectively. The deferred financing costs are
reflected as a component of Deferred charges and other assets, net in the accompanying Consolidated
Balance Sheets. Amortization of deferred financing costs for 2007, 2006 and 2005 totaled $1.2 million,
$1.3 million and $1.2 million, respectively, and have been recorded as a component of Interest expense,
net in the accompanying Consolidated Statements of Operations. In 2007, we recorded a $1.2 million
write-off of deferred financing costs in connection with the amended and restated Revolving Credit
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FINLAY ENTERPRISES, INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

NOTE 2 - SIGNIFICANT ACCOUNTING POLICIES (continued)

Agreement, which is also included in interest expense, net. Refer to Note 8 for additional information
regarding deferred financing costs.

Revenue Recognition: We recognize revenue upon the sale of merchandise, either owned or
consigned, to our customers, net of anticipated returns and net of sales taxes collected. The provision for
sales returns is based on our historical return rate. Our stand-alone jewelry stores offer its customers a
layaway plan that allows them to set merchandise aside and pay for it over a period of time with no finance
charges. Receipts of layaway deposits are recorded as a liability on the accompanying Consolidated
Balance Sheets and are included in other current liabilities, which rotaled approximately $1.6 million and
$0.7 million at February 2, 2008, and February 3, 2007, respectively. Layaway deposits are not
recognized as sales until fully paid for by the customer and the customer claims the merchandise.

Cost of Sales: Cost of sales includes the cost of merchandise sold, repair expense, shipping, shrinkage
and inventory losses. Store payroll, buying and occupancy costs such as license fees and lease expense are
reflected in Selling, general and administrative expenses (“SG&A”) in the accompanying Consolidated
Statements of Operations.

Advertising Costs: All costs associated with advertising are expensed in the month that the advertising
takes place. For 2007, 2006 and 2005, gross advertising expenses were $38.9 million, $32.8 million and
$31.1 million, respectively, and are included in SG&A in the accompanying Consolidated Statements of
Operations.

Vendor Allowances: We receive allowances from our vendors through a variety of programs and
arrangements, including cooperative advertising. Vendor allowances are recognized as a reduction of cost
of sales upon the sale of merchandise or SG&A when the purpose for which the vendor funds were
intended to be used has been fulfilled. Accordingly, a reduction in vendor allowances received would
increase our cost of sales and/or SG&A.

Vendor allowances have been accounted for in accordance with Emerging Issues Task Force (“EITF”)
{ssue No. 02-16, “Accounting by a Customer (Including a Reseller) for Cash Consideration Received from
a Vendor” (“EITF No. 02-16”). EITF No. 02-16 addresses the accounting treatment for vendor
allowances and provides that cash consideration received from a vendor should be presumed to be a
reduction of the prices of the vendors’ product and should therefore be shown as a reduction in the
purchase price of the merchandise. Further, these allowances should be recognized as a reduction in
cost of sales when the related product is sold. To the extent that the cash consideration represents a
reimbursement of a specific, incremental and identifiable cost, then those vendor allowances should be
used to offset such costs.

As of February 2, 2008 and February 3, 2007, deferred vendor allowances totaled (i) $7.1 million and
$9.4 million, respectively, for owned merchandise, which allowances are included as an offset to
Merchandise inventories in the accompanying Consolidated Balance Sheets, and (ii) $4.4 million and $5.2
million, respectively, for merchandise received on consignment, which allowances are included as
Deferred income in the accompanying Consolidated Balance Sheets.

Store Opening Costs: The cost of opening new locations are expensed as incurred.

Fair Value of Financial Instruments: Cash, accounts receivable, short-term borrowings, accounts
payable and accrued liabilities are reflected in the accompanying Consolidated Financial Statements at
fair value due to the short-term maturity of these instruments. The fair value of our debt is disclosed in
Note 8.




FINLAY ENTERPRISES, INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

NOTE 2 - SIGNIFICANT ACCOUNTING POLICIES (continued)

Accounting for the Impairment of Long-Lived Assets: SFAS No. 144, “Accounting for the
Impairment or Disposal of Long-Lived Assets” (“SFAS No. 144”), addresses financial accounting and
reporting for the impairment or disposal of long-lived assets. This Statement extends the reporting
requirements to include reporting separately as discontinued operations, components of an entity that have

either been disposed of or classified as held-for-sale. Refer to Note 14 for additional information regarding
discontinued operations.

Discontinued Operations: We account for closing stores as discontinued operations when the
operations and cash flows of a store being disposed of are eliminated from on-going operations and we do
not have any significant continuing involvement in its operations. In reaching the determination as to
whether the cash flows of a store will be eliminated from ongoing operations, we consider whether it is
likely that customers will migrate to similar stores in the same geographic market and our consideration
includes an evaluation of the proximity to the disposed store.

Accounting for Costs Associated with Exit or Disposal Activities: We record liabilities for costs
associated with exit or disposal activities when the liabilities are incurred.

Goodwill: As goodwill has an indefinite life, we are required to perform an assessment of goodwill
impairment each year or as impairment indicators arise in accordance with SFAS No. 142, “Goodwill and
Other Intangible Assets” (“SFAS No. 1427). As of January 29, 2005, we had $77.3 million of goodwill.
During 2005, an impairment of goodwill was recorded and the entire balance was eliminated. Further, as a
result of the Congress acquisition in 2006, goodwill of $3.0 million was recorded. During the fourth
quarter of 2007, an impairment of goodwill was recorded and the Congress goodwill was eliminated. Refer
to Note 7.

Intangible Assets: As a result of the acquisitions discussed in Note 3, tradenames and other intangible
assets were recorded and are included in Deferred charges and other assets, net in the accompanying
Consolidated Balance Sheets. Indefinite lived intangible assets, consisting of tradenames, are tested for
impairment each year or as impairment indicators arise in accordance with SFAS No. 142, The other
intangible assets are amortized on a straight-line basis over their useful lives and the weighted average
amortization period is 6.0 years. The amortization over the next five years is approximately $0.3 million
per year. Following is a summary of our intangible assets (dollars in thousands):

Trade-

names Other Total
Balance al Janwary 28, 2006....ccovoee...e. $ 580 3 192 3§ TN
Intangible assets acquired...........c.c....... 1,700 600 2,300
AMOrtiZation............c.ocooeeeiinvesiennnene - (58) {55)
Balance a1 February 3, 2007 2,280 737 3,017
Intangible assets acquired 11,041 1,107 12,148
AMORIZANON. ...t e - {188) (188)
Balance at February 2, 2008 ..........ccc..... $ 13,321 $ 1,656 $ 14977

The increase in intangible assets during 2007 is due to the acquisition of Bailey Banks & Biddie in
November 2007.

Seasonality: A significant portion of our revenues are generated in the fourth quarter due to the
seasonality of the retail industry. As such, results for interim periods are not indicative of annual results.
Refer to Note 18 for unaudited quarterly financial data.




FINLAY ENTERPRISES, INC,
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

NOTE 2 - SIGNIFICANT ACCOUNTING POLICIES (continued)

New Accounting Pronouncements: In September 2006, the FASB issued SFAS No. 157, “Fair Value
Measurements”, (“SFAS No. 157). SFAS No. 157 defines fair value, establishes a framework for
measuring fair value in accordance with accounting principles generally accepted in the United States, and
expands disclosures about fair value measurements. On December 14, 2007, the FASB issued proposed
FASB Staff Position No. FAS 157-b, “Effective Date of FASB Statement No. 1577 (the “proposed FSP”).
The proposed FSP would amend SFAS No. 157, to delay the effective date for all nonfinancial assets and
nonfinancial liabilities, except those that are recognized or disclosed at fair value in the financial
statements on a recurring basis (that is, at least annually). The proposed FSP defers the effective date of
SFAS No. 157 to fiscal years beginning afier January 31, 2009. We are subject to the remaining provisions
of SFAS No. 157 beginning December 30, 2007. We have not yet determined the impact, if any, that the
implementation of SFAS No. 157 will have on our results of operations or financial condition.

In February 2007, the FASB issued SFAS No. 159, “The Fair Value Option for Financial Assets and
Financial Liabilities” (“SFAS No. 159”). SFAS No. 159 permits companies to voluntarily choose to
measure many financial instruments and certain other items at fair value. SFAS No. 159 is effective
beginning February 4, 2008. The Company has decided not to adopt this optional standard.

In December 2007, the FASB issued SFAS No. 141 (revised 2007), ‘‘Business Combinations”’
(‘‘SFAS No. 141(R)”*) which establishes principles and requirements for how an acquirer recognizes and
measures in its financial statements the identifiable assets acquired, the liabilities assumed and any
noncontrolling interest in an acquiree, including the recognition and measurement of goodwill acquired in
a business combination. Certain forms of contingent consideration and certain acquired contingencies will
be recorded at fair value at the acquisition date. SFAS No. 141(R) also states acquisition costs will
generally be expensed as incurred, and restructuring costs will be expensed in periods after the acquisition
date. SFAS No. 141(R) applies prospectively to business combinations for which the acquisition date is on
or after the beginning of the first annual reporting period beginning on or after December 15, 2008. We
have not yet determined the impact, if any, that the implementation of SFAS No. 141(R) will have on our
results of operations or financial condition.

NOTE 3 — BUSINESS ACQUISITIONS

Bailey Banks & Biddle Acquisition

In November 2007, Finlay Jewelry completed the acquisition of substantially all of the assets and
specified liabilities of Bailey Banks & Biddle. The purchase price was approximatety $200.0 million, plus
transaction fees of approximately $4.1 million, and was financed with borrowings under the Revolving
Credit Agreement. A post-closing inventory adjusiment of approximately $31.6 million was also financed
under the Revolving Credit Agreement, with $26.0 million paid in November 2007 and the balance paid in
February 2008. The acquisition was undertaken to complement and diversify our existing business and
provides us with the opportunity to increase our presence in the specialty jewelry store and high-end
sector.

The Bailey Banks & Biddle acquisition has been accounted for as a purchase, and accordingly, the
operating results of Bailey Banks & Biddle have been included in our consolidated financial statements
since the date of acquisition. The following table summarizes the fair values of the assets and liabilities at
the date of acquisition (dollars in thousands):

A et e e e b e b 42
Merchandise inventories ... e ——— 210,562
Prepaid expenses and other current assets. 2976
Property and equipment ..o 16,718
Tradenames and other intangible assets 12,148
Liabilities assumed (7,114
Net assets acquired § 235,732
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FINLAY ENTERPRISES, INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

NOTE 3 - BUSINESS ACQUISITIONS (continued)

Bailey Banks & Biddle Acquisition (continued)

The following consolidated unaudited pro forma information presents our sales and net loss as if the
Bailey Banks & Biddle acquisition had taken place at the beginning of the respective periods presented:

Fiscal Year Ended

February 2, February 3,
2008 2007
(in thousands)
Sales... $ 1.008.131 $ 1,022,747
Loss from contmumg operanons " (18,408) (13,084)
Net income {loss)... (18,172) (627)
Basic and Diluted net income (Ioss) pcr share (2.02) (0.07)

Pro forma adjustments have been made to reflect depreciation and amortization using the asset values
recognized after applying purchase accounting adjustments and interest expense on borrowings used to
finance the acquisition. This pro forma information is presented for informational purposes only and is not
necessarily indicative of actual results had the acquisition been effected at the beginning of the respective
periods presented. It also is not necessarily indicative of future results, and does not reflect potential
synergies, integration costs or other such costs or savings.

Congress Acquisition

In November 2006, Finlay Jewelry completed the acquisition of Congress. The purchase price was
approximately $6.0 million, plus transaction fees of approximately $0.4 million, and was financed with
additional borrowings under the Revolving Credit Agreement. In connection with the purchase, Congress’
revolving credit facility and outstanding debt totaling $10.0 million was terminated and paid in full at the
closing. Since the date of the acquisition, Congress’ cash requirements have been, and will continue to be,
funded under the Revolving Credit Agreement, although any additional payment is unlikely.

The Congress acquisition has been accounted for as a purchase, and accordingly, the operating results
of Congress have been included in our consolidated financial statements since the date of acquisition. The
following table summarizes the fair value of the assets and liabilities at the date of acquisition (dollars in
thousands):

Cashi.e.. e $ 62
Merchandise iInVentories. .......co..oouviiiaees 16,574
Prepaid expenses and other

CUITENE BSSETS.... oo rrrse e 448
Property and equipment 3,155
Goodwill .. s 3.009
Other asscts 2413
Liabilities assumed {19.259)
Net assets acquired ... $ 6,402

The purchase agreement relating to Congress provides for additional purchase price consideration to
be paid to the former principals of Congress in 2009. The payment is contingent upon the achievement of
certain results of operations of the Congress stores for the 36 months following the acquisition as
compared to certain financial thresholds stated in the purchase agreement. No additional consideration has
been included in our disclosure of the purchase price as it is not yet determinable if any such payments will
be made.

Refer to Note 7 for a discussion of goodwill impairment in 2007.
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FINLAY ENTERPRISES, INC.

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

NOTE 3 - BUSINESS ACQUISITIONS (continued)

Carlyle Acquisition

In May 2005, Finlay Jewelry completed the acquisition of Carlyle. The purchase price was
approximately $29.0 million, plus transaction fees of approximately $1.7 million, and was financed with
additional borrowings under the Revolving Credit Agreement. In connection with the purchase, Carlyle’s
revolving credit facility totaling $17.1 million was terminated and paid in full at the closing. Since the
date of the acquisition, Carlyle’s cash requirements have been, and will continue to be, funded under the

Revolving Credit Agreement.

The Carlyle acquisition has been accounted for as a purchase, and, accordingly, the operating results of
Carlyle have been included in our consolidated financial statements since the date of acquisition. The
following table summarizes the fair values of the assets and liabilities at the date of acquisition (dollars in

thousands):

[0 OO USSR § 1695
Merchandise iNVeNtories. ............c.cveceeveeeueeeeaennn, 55,157
Prepaid expenses and other current assets ............. 2308
Property and equipment

Other assets................

Liabilities assumed.......c...coerevrvecmemrcireriereeesienens

Net aSSets BCqUINCd ......oveee e, 9 30,485

The following consolidated unaudited pro forma information presents our sales and net loss as if
the Carlyle acquisition had taken place at the beginning of 2005:

Fiscal Year
Ended
January 28,
2006
(in thousands)

SAlES o $ 733,181
Loss from continuing cperations............. " (80,027)
NEt 1085 ..ovvie e (73,605}
Basic and Diluted net loss per share .................... (8.20)

Pro forma adjustments have been made to reflect depreciation and amortization using the asset values
recognized after applying purchase accounting adjustments and interest expense on borrowings used to
finance the acquisition. This pro forma information is presented for informational purposes only and is
not necessarily indicative of actual results had the acquisition been effected at the beginning of the
respective periods presented. It also is not necessarily indicative of future results, and does not reflect
potential synergies, integration costs or other such costs or savings.

NOTE 4 -~ CONSOLIDATION OF HOST STORE GROUPS AND OTHER

In August 2005, Macy’s announced that it had completed a merger with May. In September 2005,
Macy’s announced its integration plans including a divisional realignment and divestiture of certain stores.
As of February 2, 2008, we operated a total of 350 departments in five of Macy’s eight divisions, as

follows:

Macy's South .................. 123
Macy's Midwest .......c........ 99
Macy’'s North (a)..........c.cc.. 57
Macy’s Northwest (@) ......... 37
Bloomingdale’s ................. 34
Total .o eierens 350

(a)

Finlay Jewelry will close 94 Macy’s departments at the end of 2008. Refer to Note 19.
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FINLAY ENTERPRISES, INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

NOTE 4 - CONSOLIDATION OF HOST STORE GROUPS AND OTHER (continued)

During the first half of 2006, 194 stores were divested or phased into the Macy’s East or Macy’s West
divisions and have been classified as discontinued operations in accordance with SFAS No. 144, See Note
14 for additional information regarding discontinued operations. During 2006 and 2005, we recorded
charges associated with accelerated depreciation of fixed assets and severance related to our field
operations totaling approximately $4.1 million and $3.8 million, respectively, related to these departments.
These costs are included in discontinued operations in the accompanying Consolidated Statements of
Operations.

In May 2006, the Company announced that Belk would not renew Finlay Jewelry’s license agreement
due to Belk’s acquisition of a privately-held company that licensed fine jewelry departments in certain of
the Belk stores. The termination of the license agreement, effective at the end of 2006, resulted in the
closure of 75 departments. In 2006, we generated sales of approximately $51.9 million from the Belk
departments. During 2006, we recorded charges of approximately $0.3 million related to the accelerated
depreciation of fixed assets and severance related to our field operations. These costs are included in
discontinued operations in the accompanying Consolidated Statements of Operations.

Further, as a result of Belk’s acquisition of Parisian from Saks in October 2006, 33 Parisian
departments closed in July 2007. In 2007 and 2006, we generated sales of approximately $9.8 million and
$22.8 million, respectively from those departments. During 2006, we recorded charges of approximately
$0.2 million related to the accelerated depreciation of fixed assets. These costs are included in
discontinued operations in the accompanying Consolidated Statements of Operations.

Following is a summary of the activity in the accrual established for severance charges for both our
field operations and corporate office that have been recorded within our department store based fine
Jjewelry departments segment (in thousands):

Severance and
Termination

Benefits
Balance at January 29, 2005................coceooenieane. ] 168
CRAMEES ..ot b emees 1,233
Payments.........c.c.oinvinns (143)
Balance at January 28, 2006.... 1,258
Charges™. ..o 3,458
Payments.....c..ociiiriii e s (4,131)
Balance at February 3, 2007 .... 585
Payments... e bt et s e s e ranen (398)
Reversal of accrual ..................... {70)
Balance at February 2, 2008 .... 3 117

(1) Includes $2.5 million of charges recorded in discontinued operations and $0.9 million of charges recorded in SG&A in the
accompanying Consolidated Statements of Operations.

NOTE 5 - MERCHANDISE INVENTORIES

Merchandise inventories consisted of the following:

February 2, February 3,
2008 2007
(in thousands)
Jewelry goods — rings, watches and other fine jewelry (frst—m first-out (“FIFO™) basis) {a)... % 649 960 3 458920
Less: Excess of FIFO cost over LIFQ inventory value... bt e ettt e e et e nean 38,472 28,441
3 611,488 $ 430479

(a) Merchandise inventories include $279.0 million and $81.7 million, respectively, for 2007 and 2006 of inventory related (o our stand-

alone jewelry stores, of which $191.5 million at February 2, 2008 relates to the Bailey Banks & Biddle stand-alone jewelry stores that
were acquired in November 2007.
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NOTE 5 - MERCHANDISE INVENTORIES (continued)

We determine our LIFO inventory value by utilizing internally developed indices. During 2007 and
2006, we recorded LIFO charges totaling $10.0 million and $7.2 million, respectively.

As of February 2, 2008 and February 3, 2007, merchandise received on consignment approximating a
fair value of $217.9 million and $204.0 million, respectively, were not included in Merchandise
inventories or Accounts payable-trade in the accompanying Consolidated Balance Sheets. The increase in
consignment inventory is primarily associated with the consignment merchandise transferred to Finlay
Jewelry in conjunction with the Bailey Banks & Biddle acquisition offset by reductions in other divisions.

Effective as of November 29, 2006, Finlay Jewelry entered into an agreement to terminate and retire
its obligation under the amended and restated gold consignment agreement (the “Gold Consignment
Agreement”). The Gold Consignment Agreement enabled Finlay Jewelry to receive consignment
merchandise by providing gold, or otherwise making payment, to certain vendors. In accordance with the
termination agreement, we paid approximately $49.9 million to purchase the outstanding gold. The
payment of the gold was financed through additional borrowings under the Revolving Credit Agreement.

We considered many factors when evaluating whether to terminate the Gold Consignment Agreement,
including the volatility of gold prices in recent years and our belief that we could better manage our gross
margins under an owned inventory program working directly with our vendors. In addition, the termination
simplified our capital structure by eliminating an off-balance sheet contractual obligation. With the
retirement of the obligation, we converted the majority of our gold consignment inventory of
approximately $99.0 million to owned inventory on our Consolidated Balance Sheets which included the
elimination of our other receivables, representing cash advances to certain vendors for the cost of the non-
gold portion of the gold consignment merchandise.

NOTE 6 - FIXED ASSETS

Fixed assets consists of the following:

February 2, February 3,
2008 2007
(in thousands)
Land and building .........c.ocevvveee et srvasresreececre 10,042 $ 10,027
FIXTUTES oottt mre e rr s e srais 72,296 59,702
DHSPEAYS oot e e rnea e 6,613 6,487
Computers and eqUIPMENL. .. ... oot issarsssassaesens 16,629 16,567
Leaschold improvements ......co.coereeeecnecicnee e 6.461 5411
AUOMOBIIES. ....voivrvisseiemeee et et e s 38 35
112,079 98,229
Less: accumulated depreciation and amortization .................. (41.887) (43.236)
NEUFIXEA ASSEIS . 0vrmreiererieeeeesectesiaere s ernr st isre s srars $ 70,192 $ 54993

Depreciation and amortization expense was $12.3 million, $11.6 million and $11.3 million for 2007,
2006 and 2005, respectively.

NOTE 7 - GOODWILL IMPAIRMENT

SFAS No. 142 requires an impairment-only approach to accounting for goodwill. During 2005,
Macy’s announced its intention to divest, beginning in 2006, cenain stores in which we operated the fine
jewelry departments. Based upon this business indicator, we utilized our SFAS No. 142 model to evaluate
the carrying value of the goodwill recorded on our department store based fine jewelry departments
segment as of July 30, 2005.
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NOTE 7 - GOODWILL IMPAIRMENT (continued)

The goodwill impairment analysis took into consideration our results for the first half of the year and
estimates for the balance of the year and beyond, as well as Macy’s announcement to divest certain stores.
We performed our impairment analysis in accordance with SFAS No. 142, the provisions of which require,
similar to the recognition of goodwill in a business combination, an allocation of the fair value to all of our
assets and liabilities (excluding Carlyle and including any unrecognized intangible assets) as if the
Company had been acquired in a business combination and the fair value of the Company was the price
paid to acquire the Company. As a result of this analysis, an impairment of goodwill of $77.3 million, on
a pre-tax basis, was recorded as a component of income (loss} from continuing operations in the
accompanying Consolidated Statements of Operations for 2005, which eliminated all of the goodwill that
was on our balance sheet at that time.

As a result of the Congress acquisition in 2006, goodwill of $3.0 million was recorded. Based upon our
annual assessment of goodwill, which included an analysis of the fair value of the division based on a
discounted cash flow model of projected earnings, we determined that a write-down was required. A pre-
tax non-cash charge of $3.0 million was recorded in the fourth quarter of 2007.

NOTE 8 - SHORT AND LONG TERM DEBT

In November 2007, Finlay Jewelry replaced its existing revolver with a new Revolving Credit
Agreement with certain banks to provide financing in the form of a senior secured revolving line of credit
up to $550.0 million. The Revolving Credit Facility provides a five-year $512.5 million (“Tranche A")
and $37.5 miilion (“Tranche B”) revolving credit facility, and it replaced the May 19, 2005 credit facility.

At Finlay Jewelry’s option, Tranche A bears interest at a floating rate equal to a margin of 0.25% over
the Index Rate or 2.00% over the LIBOR (London [nterbank Offer Rate) from November 9, 2007 through
January 1, 2009. After January 1, 2009, the loans under Tranche A will bear interest in accordance with a
graduated pricing matrix based on the average excess availability under the facility for the previous
quarter. Tranche B bears interest at a floating rate equal to a margin of 2.75% over the Index Rate or
4.50% over LIBOR. The Index Rate is equal to the higher of (i) the federal funds rate plus 50 basis points
and (ii) the publicly quoted rate as published by the Wall Street Journal as the “prime rate”. The
Revolving Credit Agreement has a $75 million letter of credit sub-limit, which reduces availability when
utilized.

The Revolving Credit Agreement is limited by a borrowing base computed primarily on the balance of
Finlay Jewelry’s inventory and accounts receivable and is secured by a first priority perfected security
interest in all of Finlay Jewelry’s (and any subsidiary’s) present and future tangible and intangible assets.
The Revolving Credit Agreement contains customary covenants, including limitations on or relating to
liens, indebtedness, investments, mergers, acquisitions, affiliate transactions, management compensation
and the payment of dividends and other restricted payments. Additionally, the Revoiving Credit
Agreement includes a requirement to maintain an unused balance of not less than $30.0 million at all
times. As of February 2, 2008, we were in compliance with this requirement and expect to be in
compliance during 2008.

At February 2, 2008 and February 3, 2007, $224.2 million and $45.9 million was outstanding under the
Revolving Credit Agreement, at which point the available borrowings were $144.2 million and $167.4
million, respectively, after adjusting for letters of credit in both years and the $30.0 million unused balance
requirement in 2007. The maximum amounts outstanding under the Revolving Credit Agreement during
2007, 2006 and 2005 were $368.2 million, $175.5 million and $158.2 million, respectively. The average
amounts outstanding for the same periods were $146.7 million, $69.2 million and $79.4 million,
respectively. The weighted average interest rates were 7.5%, 7.7% and 5.9% for 2007, 2006 and 2005,
respectively.
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NOTE 8 - SHORT AND LONG TERM DEBT (continued)
At February 2, 2008 and February 3, 2007, we had letters of credit outstanding totaling $6.2 million
and $6.1 million, respectively, which guarantee various trade activities. The contract amounts of the letters

of credit approximate their fair value.

Long-term debt consisted of the following:

February 2, February 3,
2008 2007
{in thousands)
SEMIOT NOLES {B)....cv. oot ee et ce et eesa s seee s en st emssesabesseebimns $ 200,000 3 200,000

(a) The fair value of the Senior Notes, determined based on market quotes, was approximately $103.8 million at
February 2, 2008 and $190.5 million at February 3. 2007.

During 2004, Finlay Jewelry completed the sale of 8-3/8% Senior Notes, due June 1, 2012, having an
aggregate principal amount of $200.0 million (the “Senior Notes™). Interest on the Senior Notes is payable
semi-annually on June | and December 1 of each year. Finlay Jewelry incurred approximately $5.2 million
in costs associated with the sale of the Senior Notes, of which $5.0 million was deferred and is being
amortized over the term of the Senior Notes.

The Senior Notes are unsecured senior obligations and rank equally in right of payment with all of the
existing and future unsubordinated indebtedness of Finlay Jewelry and senior to any future indebtedness of
Finlay Jewelry that is expressly subordinated to the Senior Notes. The Senior Notes are effectively
subordinated to Finlay Jewelry’s secured indebtedness, including obligations under its Revolving Credit
Agreement, to the extent of the value of the assets securing such indebtedness, and effectively subordinated
to the indebtedness and other liabilities (including trade payables) of its subsidiaries. Finlay Jewelry may
redeem the Senior Notes, in whole or in part, at any time on or after June 1, 2008 at specified redemption
prices, plus accrued and unpaid interest, if any, to the date of the redemption. Upon certain change of
control events, each holder of the Senior Notes may require Finlay Jewelry to purchase all or a portion
of such holder's Senior Notes at a purchase price equal to 101% of the principal amount thereof, plus accrued
interest to the purchase date.

The indenture governing the Senior Notes contains restrictions relating to, among other things, the
payment of dividends, redemptions or repurchases of capital stock, the incurrence of additional indebtedness,
the making of certain investments, the creation of certain liens, the sale of certain assets, entering into
transactions with affiliates, engaging in mergers and consolidations and the transfer of all or substantially all

assets. Finlay Jewelry was in compliance with all of its covenants as of and for the year ended February 2,
2008.

Since all of the assets of Finlay Jewelry are pledged to lenders and are subject to certain debt
covenants, only an insubstantial amount of funds can be transferred, in limited circumstances, by Finlay
Jewelry to us in the form of dividends.

Interest expense for 2007, 2006 and 2005 was $30.6 million, $23.4 million and $22.1 million,
respectively. Interest income for the same periods was $13,000, $23,000 and $0.3 million, respectively.
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NOTE 9 - INCOME TAXES

Deferred income taxes at year end reflect the impact of temporary differences between amounts of
assets and liabilities for financial and tax reporting purposes.

Deferred tax assets and liabilities at year end are as follows:

February 2, February 3,
2008 2007
(in thousands)

Deferred Tax Assets
Uniform inventory capitalization...................ccoriininn e oo 3 4,120 $ 3678
Expenses not currently deductible .. 4615 3.753
Net operating losses ~ current...... - 503

Total current ......ocooiveeecciccce e 8.738 1.934

Net operaing losses - non-current.........., 3319 1,772

Tax deductible goodwill.............. 3,164 2215
Valuation BlIOWANCE ..ot et e s et st s e (113) -

TOLRI MOM-CUITENT ...y et r bbb 2ot e cam s e ee e e e e s smtaR b r e EE1b 0 s e eb s 1o b 6,370 3,987

Total AETErer 1AX ASSLS ........ocvievveereeteeer ettt e s sens e v ses st et ee et ee st s eareeaes 15,105 11,921

Deferred Tax Liabilities

LIFQ inventory valuation, 24,744 21,256

Total current.......cccoenee. 24744 21,256

Depreciation and amortization. 9,963 11.814

TOMAl HOMFCUITENT ...t e s v rrarr s bbb s esa e emee e e e e esmaeeas 9 963 11.814

Total deferred tax Habililies............c..ccoooo oo 34,707 33.070

Net deferred income tax HABIHUES ............cocovviiee i 3 19,602 $ 21,149

Net current deferred income X Habililies ... sssss st s e seee e $ 16,009 $ 13322

Net non-current deferred income tx liabilities 3.593 7.827

Net deferred income (X HABIITES ... st e e 1ottt eeee e s eeeeee s reeeeserens $ 19,602 $ 21.149

The components of income tax expense are as follows (in thousands):

Fiscal Year Ended

February 2, February 3, January 28,

2008 2007 2006
Current 18Xe5 — Federal..iiee e $ {2.80D $ (304 300300
Current taxes — State and local . (1,238) {1,300) (25)
Current taxes — Foreign ........... (296) - (154)
Deferred taxes - Federal... (L414) (1,113) 4,073
Deferred taxes ~ State and local . (133) (296) (1.384)
Benefit for iNCOME taXeS....ooivieee v $ (5.882) $ {5.751) $(6.937)

A reconciliation of the income tax benefit computed by applying the federal statutory rate to Loss from
continuing operations before income taxes to the Benefit for income taxes on the accompanying
Consolidated Statements of Operations is as follows (in thousands):

Fiscal Year Ended

February 2, February 3, January 28,

2008 2007 2006
Federal statutory ProvisSion...........cco.oovoeeveveieenierevees e $ (5.658) § (4829 $ (28,396)
Impairment of goodwill ... - - 23,258
Reversal of foreign tax accrual ..........ooeveiiensoveiniiinieene e (296) - -
Redetermination of foreign tax credits. ..o - - (154)
State and local taxes, net of federal effect.....ovoeeecvioeeeee . (662) {1,087) (1.344)
Reversal of tax accnals no longer required......cooovevvveneeecne. (209) (50) (425)
MRttt eeeee et et e 943 215 124
Benefit for iNCome EXES..........coovvveieiecie i, 8 (3,882} $ (575D $ (693N
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In June 2006, the Financial Accounting Standards Board (*FASB™) issued Interpretation No. 48,
“Accounting for Uncertainty in Income Taxes — an Interpretation of FASB Statement No. 109" (“FIN
48”). FIN 48 seeks to reduce the diversity in practice associated with certain aspects of measurement and
recognition in accounting for income taxes. In addition, FIN 48 provides guidance on derecognition,
classification, interest and penalties and accounting in interim periods and requires expanded disclosure
with respect to the uncertainty in income taxes. FIN 48 was effective as of the beginning of 2007.

The Company adopted FIN 48 on the first day of the current fiscal year. As required by FIN 48, the
Company applied the “more-likely-than-not” recognition threshold to all tax positions, commencing at the
adoption date, which resulted in an increase of $1.0 million in the liability for unrecognized tax benefits
that was accounted for as a decrease to opening retained eamings. As of the date of adoption and after the
impact of recognizing the increase in liability noted above, the Company’s unrecognized tax benefits
totaled $2.6 million.

A reconciliation of the beginning and ending amount of unrecognized tax benefits is as follows (in
thousands):

Fiscal Year
Ended
February 2,
2008
Balance at February 3,2007 ..o 3 2625
Additions based on tax positions related to current year......... 424
Additions for tax positions of prior years............- . 203
Reductions for tax positions of prior years (708)
SEIEMENTS ..ot esrnoe . (R08)
Balance at February 2, 2008 ..o $ 1,736

Included in the balance at February 2, 2008 are $1.5 million of tax positions that if recognized would
affect the annual effective tax rate.

The Company recognizes accrued interest and penalties related to unrecognized tax benefits in income
tax expense, which is a continuation of the Company’s historical accounting policy. Approximately $0.4
million and $0.3 million in potential interest and penalties are included as a component of the $2.6 million
at the date of adoption and the $1.7 million at February 2, 2008, respectively. The Company anticipates
that approximately $0.3 million of unrecognized state and local tax benefits will be recognized prior to
February 2, 2009 as a result of the expiration of the statute of limitations.

During 2006 and 2005, a benefit of approximately $50,000 and $425,000, respectively, was recorded
associated with the reversal of tax accruals no longer required, primarily as the result of the closing of
open tax years. The 2005 period reflects a benefit of approximately $4.4 million associated with the
impairment of goodwill.

As a result of the acquisition of Carlyle, we acquired net operating loss carryforwards that are subject to
an annual limitation of $1.3 million. At October 31, 2007, the end of our tax year, we had available net
operating loss carryforwards for federal income tax reporting purposes of approximately $5.7 million that
expire from 2021 through 2024,

As a result of limitations by various state and local taxing jurisdictions on the carryback of losses,
certain state and local net operating loss carryforwards were available at October 31, 2007. Management
determined at February 2, 2008, that based on the Company’s history of earnings and its expectations for
the future, a valuation allowance of $ 0.1 million is warranted.

-25




FINLAY ENTERPRISES, INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

NOTE 9 - INCOME TAXES (continued)

For income tax reporting purposes, we have an October 31 year end. The Company files a consolidated
federal income tax return with Finlay Jewelry and its wholly-owned subsidiaries and numerous
consolidated and separate income tax returns with Finlay Jewelry wholly-owned subsidiaries in many state
and local jurisdictions. During 2007, the Internal Revenue Service concluded the examination of our
consolidated federal income tax return for the tax years 2005 and 2006. The results had no material impact
on our Consolidated Statements of Operations. The tax years 2002 through 2006 remain open to
examination by the various major taxing jurisdictions to which we are subject.

NOTE 10 - STOCKHOLDERS' EQUITY

The Company’s stock repurchase program expired in 2005 and has not been renewed. We repurchased
a total of 2,207,904 shares for $27.4 million under the stock repurchase program from inception through
2005. During 2007 and 2006, we repurchased a total of 75,231 and 19,462 shares, respectively, for
approximately $264,000 and $188,000, respectively, pursuant to our long-term incentive plan, to satisfy
tax withholding obligations related to the issuance of Common Stock to certain executives.

NOTE 11 - STOCK-BASED COMPENSATION

On February 27, 2007, our Board of Directors approved, subject to stockholder approval, an
amendment to our 1997 Long Term Incentive Plan (the “1997 Plan™), to extend the term of the plan
beyond its March 5, 2007 termination date. On February 27, 2007, our Board of Directors also approved,
subject to stockholder approval, the merger of the 1997 Plan (as extended) and our Long Term Incentive
Plan (adopted in 1993) (the “1993 Plan”), to form the Finlay Enterprises, Inc. 2007 Long Term Incentive
Plan (the “2007 Plan”). Our stockholders approved the extension of the term of the 1997 Plan and the
merger of the 1997 Plan (as extended) and the 1993 Plan into the 2007 Plan on June 19, 2007. The 1993
Plan, 1997 Plan and 2007 Plan are referred to, collectively, as our stock incentive plans.

The 2007 Plan permits us to grant non-incentive stock options, restricted and nonrestricted stock,
restricted stock units and performance awards, including awards that qualify as “performance-based
compensation” under Section 162(m) of the Internal Revenue Code, as amended (the “Code™). The 2007
Plan has no termination date.

[n connection with approval of the 2007 Plan, beginning June 19, 2007, no new awards may be made
under the 1993 Plan or 1997 Plan, and all shares that were available to be granted as awards under the
1993 Plan and the 1997 Plan became available to be granted as awards under the 2007 Plan. Shares from
forfeited awards made under the 1993 Plan or 1997 Plan or shares from awards made under the 1993 Plan
or 1997 Plan that are settled in cash or which otherwise terminate after June 19, 2007 are available to be
granted as awards under the 2007 Plan.

An aggregate of 469,974 shares of our Common Stock has been reserved for issuance pursuant to the
2007 Plan. As of February 2, 2008, no shares have been issued in connection with exercises of options
granted under the 2007 Plan, 275,000 shares are reserved for issuance upon the exercise of currently
outstanding options at an exercise price of $2.71 per share and 39,346 shares have been issued or are
subject to purchases and awards of restricted stock and restricted stock units. As of February 2, 2008,
155,628 shares of Common Stock are available for future grants under the 2007 Plan.

The 1993 Plan permitted us to grant to our key employees, directors, consultants and certain other
persons the following: (i} stock options; (ii) stock appreciation rights in tandem with stock options; (iii)
limited stock appreciation rights in tandem with stock options; (iv) restricted or nonrestricted stock awards;
(v) performance units based upon attainment of performance goals during a period of not less than two nor
more than five years and which may be settled in cash or in Common Stock; or (vi) any combination of the
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foregoing. Under the 1993 Plan, we could grant stock options which were either incentive stock options
within the meaning of Section 422 of the Code, or non-incentive stock options. As of February 2, 2008,
511,111 shares of our Common Stock have been issued in connection with exercises of options granted
under the 1993 Plan, 13,000 shares are reserved for issuance upon exercise of outstanding options and
145,699 shares have been issued or are subject to purchase and awards of restricted stock and restricted
stock units. The exercise prices of such stock options range from $7.23 per share to $16.50 per share. No
future awards may be granted under the 1993 Plan, which was merged into the 2007 Plan.

The 1997 Plan was similar to the 1993 Plan and permitted us to grant the same types of awards as
permitted under the 1993 Plan. As of February 2, 2008, 294,494 shares of our Common Stock have been
issued in connection with exercises of options granted under the 1997 Plan, 575,200 shares are reserved for
issuance upon exercise of outstanding options and 848,118 shares have been issued or are subject to
purchases and awards of restricted stock and restricted stock units. The exercise prices of such stock
options range from $2.71 per share to $24.31 per share. No future awards may be granted under the 1997
Plan, which was merged into the 2007 Plan.

Stock Options

Stock options outstanding under our stock incentive plans have been granted at prices which are equal
to the market value of our stock on the date of grant, generally vest over three or five years and expire no
later than ten years after the grant date.

Prior to the adoption of SFAS No. 123R, we presented all tax benefits resulting from the exercise of
stock options as operating cash flows on our Consolidated Statements of Cash Flows. SFAS No. 123R
requires that cash flows resulting from tax deductions in excess of the cumulative compensation cost
recognized for options exercised be classified as financing cash flows. During 2007 and 2006, excess tax
benefits realized from the exercise of stock options-were insignificant.

On January 23, 2006, the Company’s Compensation Committee of the Board of Directors approved
accelerating the vesting of all out-of-the-money, unvested stock options held by employees and
independent directors. An option was considered out-of-the-money if the stated option exercise price was
greater than the closing price of our Common Stock on the day before the Compensation Committee
approved the acceleration. Unvested out-of-the-money options to purchase approximately 35,400 shares
became exercisable as a result of the vesting acceleration. The vesting acceleration did not result in the
recognition of compensation expense for 2005.

During 2006, we recognized approximately $95,000 in share-based compensation expense, on a pre-
tax basis, or $0.01 diluted net loss per share. No share-based compensation expense was recognized
prior to January 29, 2006. Had compensation expense for our share-based plans been determined
consistent with SFAS No. 123R during 2005, our net loss and net loss per share would have been restated

to the following pro forma amounts (in thousands, except per share data):
January 28,
2006
REPOTLEA NEL 0SS ..o.oevecr e s e $  (55,736)
Add: Stock-based employee compensation expense included in reported
Net 1088, NELOTIAX ..o e 566
Deduct: Stock-based employee compensation expense determined under
the fair value method, net of tax, and stock-based employee compensation

expense included in reported net loss, net of kX (706)
Pro forma et LOSS....c..ooee e eesee s s et a e enem e eeemn e amnirirennnns B (55,876)
Basic and diluted net loss per share:

Reported Net 1055 PEF SHATE ....c..vvvveeemreieeenseea et eerene s e sensecseesnen B (6.21)
Pro forma net 1088 per Share .........occcoveeeiincciicciiec e $ (6.21)
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Stock Options (continued)

The Company uses the Black-Scholes option pricing model to determine the fair value of stock option
awards under SFAS No. 123R, which is consistent with the model used for the previous proforma
disclosure under SFAS No. 123. The weighted average estimated fair value of stock options granted in the
year ended February 2, 2008 and January 28, 2006 was $1.43 and $4.64, respectively. There were no stock
options granted by the Company during the year ended February 3, 2007.

Principal assumptions used in applying the Black-Scholes model in 2007 and 2005 were:

2007 2005
Risk-free interest rate.........cooeerveevennns 3.54% 4.20%
Expected life, in years..... 6 7
Expected volatility............. 51.68% 59.45%
Expected dividend yield..........oovivvnnnnne 0% 0%

The weighted average expected option life reflects the application of the simplified method set out in
SAB No. 107, which defines the expected life as the average of the contractual term of the options and the
weighted average vesting period for all option tranches. This method was applied instead of analyzing
historical information to estimate an option expected life because the Company believes that our historical
exercise behavior is not reflective of an option’s expected life and would not be representative of future
exercise behavior. Expected stock price volatility was estimated based on the Company’s historical
volatility. The risk-free interest rates are based on U.S. Treasury yields at the time of grant.

The below table summarizes the changes in stock options outstanding during 2007, as follows:

Wtd. Avg. Aggregate
Number Wid. Ave. Remaining Intrinsic
Qutstanding Ex. Price Contractual Life Value (000°s)"
Balance at February 3, 2007 ................. 1,016,334 $ 12,10 224 $ 618
Granted........oeveveeieiccenenniannnnns 275,000 2.7 2.84 -
CANCENET ..o {428,134) 14.18 . -
Outstanding at February 2, 2008 .......... 863,200 § 807 4.94 3 -
Exercisable at February 2, 2008 ........... 388,200 $ 10.58 2.65 3 -

(1) The aggregate intrinsic values in the table above are based on the closing price of our Common Stock as of the last
business day of the periods ended February 2, 2008 and February 3, 2007, which were $1.85 and $9.54, respectively.

As of February 2, 2008, there was $0.4 million of total unrecognized compensation expense related to
nonvested stock options granted; such cost is expected to be recognized over a weighted average period of
2.8 years. There were no options exercised during 2007 as all options were out-of-the-money. The total
intrinsic value of options exercised during 2006 and 2005 was $0 and $0.]1 million, respectively. Except

for the 2007 awards granted, all outstanding stock options are fully vested and therefore are currently
exercisable.

Restricted Stock

Commencing in February 2005 and continuing through January 2009, an executive officer of the
Company became entitled to receive stock incentive compensation based on the attainment of annual
financial objectives established by senior management and approved by the Board of Directors. Pursuant
to the executive’s employment contract, the maximum amount of stock incentive compensation payable in
any fiscal year is equal to the number of restricted shares of Common Stock having an aggregate value
nearest to $400,000 with the actual amount to be based on whether specified financiai results are met for
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Restricted Stock (continued)

each fiscal year, except that for 2006, the maximum aggregate value was $200,000. Compensation expense
related to this executive’s 2007, 2006 and 2005 stock incentive compensation totaled $0, $0.2 million and
$0.2 million, respectively.

Additionally, for each fiscal year during the employment term, the same executive officer is eligible to
receive Restricted Stock having an aggregate value nearest to $500,000, subject to the terms of the
employment agreement.

In 2007, 2006 and 2005, 55,261, 54,437 and 48,300 shares of restricted stock were awarded to the
executive officer referred to above and certain other executives and key employees with a weighted
average fair value of $9.32, $9.19 and $11.92, respectively. During 2007 and 2006, total amortization of
restricted stock compensation was $1.1 million and $0.7 million, respectively. The total fair value of
shares vested during 2007, 2006 and 2005 were $0.5 million, $0.7 million and $0, respectively. As of
February 2, 2008, there was $63,000 of total unrecognized compensation expense related to nonvested
restricted stock awards, which will be recognized over the next twelve months.

The below table summarizes the changes in restricted stock outstanding during 2007, as follows:

Witd. Avg,

Grant Date

Restricted Fair Value

Stock Per Award
Nonvested balance at February 3, 2007....... 157,487 g 1217
Granted ..o 55,261 932
Vested..... . (164,381) 11.32
Nonvested balance at February 2, 2008....... 48,367 $ 1178

Restricted Stock Units

For 2007, 2006 and 2005, 296,059, 136,006 and 118,308 restricted stock units (*RSUs”),
respectively, were awarded with a weighted average fair value of $5.80, $9.49 and $12.40, respectively.
Refer to Note 12 for additional information regarding RSUs. During 2007 and 2006, total amortization of
RSUs in each year was $0.7 million. As of February 2, 2008, there was $0.8 miilion of total unrecognized
compensation cost related to nonvested RSUs, which is expected to be recognized over a weighted average
period of 1.76 years.

The below table summarizes the changes in RSUs outstanding during 2007, including nonvested
RSUs, as follows:

Wid. Avg.

Cirant Date

Fair Viilue

RSts Per Award
Balance at February 3, 2007............. 317,546 $ 13.0t
Granted ... 296,059 5.80
Shares issued......cocooceiveiieeie e (81,398) 17.26
Cancetled ... iienns (2,156) 12.74
Balance at February 2, 2008............. 530,051 $ 829
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

NOTE 11- STOCK-BASED COMPENSATION (continued)

Restricted Stock Units (continued)

The below table summarizes the changes in nonvested RSU awards during 2007, as follows:

Witd. Avg.

Grant Date

Fair Value

RSUs Per Award
Nonvested balace at February 3,2007....... 133,697 $ 1279
Granted ... 147,226 5.80
Vested... (42,102) 1641
Cancelled ... (2.156) 12.74
Nonvested balace at February 2, 2008....... 236,665 § 780

NOTE 12 - EXECUTIVE AND DIRECTOR DPEFERRED COMPENSATION AND STOCK
PURCHASE PLANS :

In April 2003, the Board of Directors adopted the Executive Deferred Compensation and Stock
Purchase Plan and the Director Deferred Compensation and Stock Purchase Plan, which was approved by
our stockholders on June 19, 2003 (the “RSU Plans™). Under the RSU Plans, key executives and non-
employee directors, as directed by our Compensation Committee, are eligible to acquire RSUs. An RSU is
a unit of measurement equivalent to one share of common stock, but with none of the attendant rights of a
stockholder of a share of Common Stock. Two types of RSUs are awarded under the RSU Plans: (i)
participant RSUs, where a plan participant may elect to defer, in the case of an executive employee, a
portion of his or her actual or target bonus, and in the case of a non-employee director, his or her retainer
fees and Committee chairmanship fees, and receive RSUs in lieu thereof and (ii) matching RSUs, where
we will credit a participant’s plan account with one matching RSU for each participant RSU that a
participant elects to purchase. While participant RSUs are fully vested at all times, matching RSUs are
subject to vesting and forfeiture as set forth in the RSU Plans. At the time of distribution under the RSU
Plans, RSUs are converted into actual shares of Common Stock. As of February 2, 2008, 530,051 RSUs
have been awarded under the RSU Plans.

NOTE 13 - SEGMENT INFORMATION
In accordance with SFAS No. 131, “Disclosures about Segments of an Enterprise and Related
Information”, we currently have two reporting segments: department store based fine jewelry departments

and stand-alone specialty jewelry stores. The accounting policies of the segments are generally the same as
those described in Note 2. There are no intercompany sales between the segments.
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NOTE 13 - SEGMENT INFORMATION (continued)

The following table provides segment level financial information for the years ended February 2,
2008, February 3, 2007 and January 28, 2006 (dollars in thousands):

Fiscal Year Ended

February 2, 1008 February 3, 2007 January 28, 2006
Department Store Specialty Department Store Specialty Department Store Specialty
Based Fine Jewelry Jewelry Based Fine Jewelry Jewelry Based Fine Jewelry Jewelry
Departments (3) Stores (b) Total Departments (A} Stores (b) Total Departments {a) Stores (b) Total
3 612,087 $ 233805 3835892 5 630371 5 108130 $ 739021 $ 620008 $ 69490 $689,495
iation and amortization.......... 12,946 2,599 15,545 14,024 T2 14,756 14,177 347 14,524
(loss) fram operations {<).... {297 17,391 14419 1370 3207 95717 (65,028) 5,179 {59.249)
24,607 5979 30,586 21,553 1.824 23317 20,938 863 21,801
{10,435) 43553 (5.882) (8312} 2,561 (5.751) {8.904) 1,967 {6,931
406,156 130,932 737088 436,245 101,109 537,354 459,159 62,323 521,482
2l expenditures .. 10,300 3,106 13 406 9,445 2,389 15,834 10,100 1,769 11,869

a) Included in Interest expense, net for 2007, 2006 and 2005 is $16.8 million in cach year related to the Scnior Notes. Refer 1o Note 8.
b) Information for each acquired entity is included since the date of acquisition.

¢) The income from aperations for 2007 for the specialty jewelry stores includes a pre-tax charge of $3.0 million related to the impairment

of Congress’ goodwill. The loss from operations for 2005 for the department store based fine jewelry departments includes a pre-tax
charge of $77.3 million related to the impairment of goodwill. See Note 7.

Additionally, our sales mix by merchandise category was as follows for 2007, 2006 and 2003 {dollars
in thousands):

Fiscal Year Ended

Fehruary 2, 2008 February 3, 2007 January 23, 2006
Departmeny Store Based Stand-alone Departmens Store Based Specialty Department S1ore Based Speciatty
Fine Jewelry Departments Jewelry Siores (a) Fine Jewelry Departments Jewelry Stares (a) Fine Jewelry Departmients Jewelry Stores (a)

Total sales % of sales Total sabes % of sabes Total sakes Ye of 1ales Total sales % of sales Sales % of sales Total sales % of sales
pnds......... 3 152,655 5% § 69404 1% 3 108,082 2% $ 19847 28% 3162932 W 3 19462 28%

e 110,192 18 20,645 9 118,026 19 10,710 1¢ 119,193 19 5,159 7

104 580 17 4416 2 112,623 18 1,637 2 123.813 20 i,13¢ 2

96,880 16 77,706 35 51,961 15 43,185 40 81879 14 26,290 33

,,,,,,, 67,212 11 35085 16 0976 10 15,798 15 56,898 9 13.278 19

[P 80,568 13 16,549 7 76,203 12 6,973 5 73.290 12 4,171 ]
Sales ... % 612,087 10074 $ 223,808 1000 $ 8308TH 10024 $ 108150 100% $ 620,003 LO0% 3 69490 100%

a) Sales for each acquired entity are included since the date of acquisition.

b) Includes special promotional items, remounts, estate jewelry. pearls. beads, cubic zirconia. sterling silver and men’s jewelry, as well as
repair services and accommodation sales to our employees.

NOTE 14 - DISCONTINUED OPERATIONS

As a result of the 33 Parisian store closings in July 2007, the results of operations for these departments
have been segregated from those of continuing operations, net of tax, and classified as discontinued
operations for all periods presented. Additionally, as a result of the store closings associated with the
Macy’s/May merger as well as the Belk store closings, the results of operations of the departments closed
during 2006 have been segregated from those of continuing operations, net of tax, and classified as
discontinued operations for all periods presented. All of the closed stores were operated in our department
store based fine jewelry departments segment.

Best Available Copy
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NOTE 14 — DISCONTINUED OPERATIONS (continued)

A summary of the statement of operations information relating to the discontinued operations is as
follows (in thousands):

February 2, February 3, January 28,
2008 2007 2006
Sales... ceeresrssnsrnssseninnenen, 3 9,833 3 180,561 $ 300,639
lncomc before income taxcs (l) (2) 394 20,789 30,749
Discontinued operations, net of 1ax (3) 236 12,457 18,456

(1) Includes an allocation of $0.1 million, $0.8 million and $1.4 million of interest expense related to the Revolving Credit
Agreement for 2007, 2006 and 2005, respectively.

(2)  The results of operations of the closed departments cxcludes allocations of general and administrative expenses and
interest expense related to the Senior Notes.

(3) Included in discontinued operations, net of tax, for 2007. 2006 and 2005 are charges totaling $0.3 million, $4.4 million
and $3.8 million, respectively, associated with accelerated depreciation of fixed assets and severance.

NOTE 15 - PROFIT SHARING PLAN

We maintain a defined contribution profit-sharing plan to provide retirement benefits for all personnel.
Effective with the 2006 plan year, the plan provides for company matching contributions of $0.50 for each
$1.00 of employee contribution, up to 5% of the employee’s salary, as limited by the Code, which begins
to vest upon the completion of two years of employment and accrues at the rate of 20% per year. Prior to
2006, the plan provided for company matching contributions of $0.25 for each $1.00 of employee
contribution, up to 5% of the employee’s salary, as limited by the Code. Additionally, the plan provided
for optional company paid contributions of 2% of each employee’s earnings annually, as limited by the
Code. Company contributions totaled $0.8 million, $2.1 million and $2.2 million in 2007, 2006 and 2003,
respectively.

In addition, Carlyle maintains a separate employee tax savings plan under Section 401(k) of the Code,
which provides for matching contributions of 25% of employee contributions, up to 5% of each
participating employee’s earnings. Matching contributions for 2007, 2006 and 2005 each totaled
approximately $0.1 miltion. Carlyle may make additional contributions to the plan, however, no additional
contributions were made during 2007, 2006 and 2005.

NOTE 16 - LICENSE AGREEMENTS WITH DEPARTMENT STORES AND LEASE
AGREEMENTS

We conduct a substantial part of our operations as licensed departments in department stores. All of the
department store licenses provide that, except under limited circumstances, the title to certain of our fixed
assets transfers upon termination of the licenses, and that we will receive reimbursement for the
undepreciated value of such fixed assets from the host store upon such transfer. The value of such fixed
assets are recorded at the inception of the license arrangement as well as upon department renovations, and
are reflected in the accompanying Consolidated Balance Sheets.

Our operating leases consist primarily of office space rentals and the specialty jewelry store locations,
which leases expire on various dates through 2023. The departmenl store license agreements provide for
the payment of fees based on sales (i.e., contingent fees in the table below). Additionally, certain of the
specialty jewelry store leases require payment of contingent rent based on a percentage of store sales in
excess of a specified threshold. License fees and lease expense, included in Selling, general and

administrative expenses, are as follows (in thousands):
Fiscal Year Ended

February 2, February 3, January 28,
2008 2007 2006
MiINTIRM FBES ..ot eeenc e $ 15987 $ 7791 $ 5,798
Contingent fees ..., 104,908 107,265 105,226
TOLl ..oevveeeeemi et er e reas s rane 5 120,895 $ 115056 $111,024




FINLAY ENTERPRISES, INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

NOTE 16 - LICENSE AGREEMENTS WITH DEPARTMENT STORES AND LEASE
AGREEMENTS (continued)

Future minimum payments under noncancellable operating leases having initial or remaining
noncancellable lease terms in excess of one year are as follows as of February 2, 2008:

{in thousands)

2008.... OV OTURO OOV § 26524
00D <ottt et e 24,254
2010 19,177
2011 ... 16,510
2002 12,070
THETEATIET. ..ot oo ettt 62.344

Total minimum payments req 3 160.879

NOTE 17 - COMMITMENTS, CONTINGENCIES AND OTHER

From time to time, we are involved in litigation arising out of our operations in the normal course of
business. We are not a party to any legal proceedings that, individually or in the aggregate, are reasonably
expected to have a material adverse effect on our business, results of operations, financial condition or
cash flows. However, the results of these matters cannot be predicted with certainty, and an unfavorable
resolution of one or more of these matters could have a material adverse effect on our consolidated
financial statements.

The Company has entered into various employment agreements with certain senior executives which
provide for future minimum compensation aggregating $2.2 million at February 2, 2008, These
agreements, each expiring after a three year period, guarantee a minimum annual salary level and special
incentive compensation upon achieving specific Company financial goals. Several agreements provide for
a special bonus equal to 50% of the executive’s salary if the executive remains employed with the
Company for the duration of the agreement.

The Senior Notes and the Revolving Credit Agreement currently restrict the amount of annual
distributions from Finlay Jewelry to us.

Our concentration of credit risk consists principally of accounts receivable. In the department store
based jewelry departments, substantially ali consumer credit risk is borne by the host store rather than by
us. During 2007, jewelry departments in store groups owned by Macy’s accounted for approximately
52.0% of our sales. We believe that the inability of Macy’s to pay its receivables could have a material
adverse effect on our financial position or results of operations.

In 2007, approximately 43.3% of sales were generated by merchandise obtained from our ten largest
vendors and approximately 6.7% of sales were generated by merchandise obtained from our largest
vendor.

We have not provided any third-party financial guarantees as of February 2, 2008 and February 3,
2007 and for each of the three fiscal years in the period ended February 2, 2008.

Refer to Note 3 for a discussion of the contingent purchase price relating to the Congress acquisition.

Refer to Note 8 for a discussion of letters of credit outstanding,.
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NOTE 18- QUARTERLY FINANCIAL DATA (UNAUDITED)

The following table summarizes the quarterly financial data for 2007 and 2006 (dollars in thousands,
except per share data). The 2007 and 2006 quarterly financial data has been restated to reflect discontinued

operations:

Sales...

Gross margm

Selling, general and admmlstmtwe expenses
Income (loss) from operations (b).........cou.evu.
Income (loss) from continuing operations (b}
Discontinued operations, net of tax .........o...e..

Net Income (I0SS) ...ovvvvvvr v senensiine

Basic net income (loss) per share (c);

Income (loss) from continuing operations.......

Discontinued Operations................ce.veeeeee

Basic net income (1058) Per Share ......occocvviisccesececcscceccs

Diluted net income (loss) per share (c):

Income (loss) from continuing OPerations..... ..o eeeeeeeeeene

Discontinued Operations.................co..oeee....

Diluted net income (loss) per share................

Gross margin...

Selling, general and admmlstralwe

€Xpenses...
Income (Ioss) from operanons "
Income (loss) from continuing operauons

Discontinued operations, net of (ax ..

Net InCOME (I055) coeeeeieeeeierir s rarrrerrenens

Basic net income (loss) per share {¢):

Income (loss) from continutng operations.......

Discontinued Operations............occovvveereevenens
Basic net income (loss) per share

Diluted net income (loss) per share (c);

Income (loss) from commmng operalions

Discontinued operations... .
Diluted net income (loss) per share

Fiscal Year Ended February 2, 2008

First Second Third Fourth
Quarter Quarter Quarter Quarter (a)
$ 162,871 § 148004 $ 141918 $ 383099
76,366 68,376 63,972 171,514
71,779 70,274 69,133 130,069
{4.956) (5,602) (8,772) 33,749
{7,753 (8,455) (7,521) 13,444
149 87 - -
..................... (7.604) (8,368) (7,521) 13,444
..................... 5 (0.86) b (0.93) $ (0.82) 5 1.47
0.02 0.01 - -
$  (0.30) 3 (0.92) 3 (0.82) 3 147
s (0.86) b (0.93) $ {0.82) $ 1.43
0.02 0.01 - -
.................... S (0.84) 3 (0.92) $  (0.82) 3 1.43
Fiscal Year Ended February 3, 2007
First Second Third Fourth (d)
Quarter Quarter Quarter Quarter
..................... § 144,389 $ 149270 § 136377 $ 308985
69,867 70,975 63,232 142,935
72,066 70,301 67,490 112,819
(5.856) {2917 (7.889) 26,239
(6,703) {5,147) (8,417) 12,218
6,822 1,165 511 3,959
.................... 119 (3,982) (7.506) 16,177
..................... § 079 £ (0s5n 3 (0.93) b 1.35
0.76 0.13 0.05 0.44
$ 0.0 3 (044) $ {0.88) $ 1.79
5 (0.75) $ (057 3 (0.93) ;3 1.30
0.76 0.13 0.05 042
$ 001 $ (049 $ (0.88) 3 1.73

(a) The fourth quarter of 2007 reflect the results of operations of Bailey Banks & Biddle since the date of acquisition in

November 2007,

{b) The income (loss) from operations and the income (loss) from continuing operations includes a charge of $3.0 million, on a
pre-tax basis, related to the impairment of goodwill in the fourth quarter of 2007.
{c) Net income (loss) per share for each quarter is computed as if each quarter were a discrete period. As such, the total of the

four quarters net income {loss) per share does not necessarily equal the net income (loss) per share for the year.

{d) The fourth quarter of 2006 reflects the results of operations of Congress since the date of acquisition in November 2006.
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NOTE 19- SUBSEQUENT EVENTS

In February 2008, Macy’s announced corporate restructuring initiatives impacting three divisional
changes including the consolidation of Macy's North into Macy's East, Macy’s Northwest into Macy's
West, and Macy's Midwest into Macy's South. The consolidation of Macy's North as well as that of Macy's
Northwest, will result in the non-renewal of these license agreements with Finlay Jewelry and the loss of
57 departments and 37 departments, respectively, on January 31, 2009. In March 2008, Macy's signed a
two-year extension of Finlay Jewelry’s license agreement for Macy’s Central (the newly-merged division
of Macy's Midwest and Macy's South), which will consist of 222 doors. The amended license agreement
extends Finlay Jewelry’s current contract until January 29, 2011. In 2007, the Macy's North and Macy's
Northwest locations generated approximately $120.0 million in combined revenue.

In October 2006, Macy’s sold its Lord & Taylor division to NRDC Equity Partners LLC (*NRDC”).
In February 2008, we received notification from NRDC that Finlay Jewelry’s license agreement would not
be renewed upon expiration on January 31, 2009, and Finlay Jewelry will close a total of 47 Lord & Taylor
departments at the end of 2008. In 2007, the Lord & Taylor departments generated approximately $44.0
million in sales.

We will account for these locations as discontinued operations upon closing at the end of 2008.

During 2008, we estimate that we will record approximately $3.7 million for severance and accelerated
depreciation related to these locations.
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SCHEDULE 1

CONDENSED FINANCIAL INFORMATION
OF REGISTRANT

FINLAY ENTERPRISES, INC. - PARENT COMPANY
STATEMENT OF OPERATIONS
(in thousands)

Year Ended
February 2, February 3, January 28,
2008 2007 2006
REVEMUE........coovmmreritirciecrirersenes e senesarsss s s st sesssasns s $ - $ - $ -
Expenses:
Selling, general and administrative expenses................ - - -
INtErest INCOME .......oovvieeieeiee st e (10) (1 47
Other eXPense .....ccovviiiccrnn e ene - - -
Total EXPENSES ........ocvveeererieieeccereve et reeeaseeneas (10) n (47
Equity in income (loss) of subsidiaries...........cooervvvnene (10,054) 4,400 (55,765)
Income (loss) before INCOME 1aXE€S ......oeveevrnrnnnirasnnas (10,044) 4411 (55,718)
Provision (benefit) for income taxes...........ccocevvenen.e. 5 3 18
Net iNCOME (10SS)....evvivrreeriimecererrereerereraserrersseesessnes $ (10,049) $ 4408 $ (55,736)
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SCHEDULE I (continued)

CONDENSED FINANCIAL INFORMATION
OF REGISTRANT

FINLAY ENTERPRISES, INC. —- PARENT COMPANY
BALANCE SHEETS
(in thousands)

February 2, February 3,
2008 2007
ASSETS
Current assets:
Cash and cash equivalents ........c.cooverevnneiinncrereen s $ 656 $ 710
Due from affiHate ......oooeveeeeeee e e st eaaae s 7,406 4,989
Total CUITENE ASSELS ..o ceeee e esivessree e se e s esenssrnens 8,062 5,699
Investment in SUDSIAIATY .....cvccviiiee e ceenen e e 105,526 116,605
TOLAL ASSEES..cverrirrirrieeerrerrr e et et sissssesas b s et $ 113,588 $ 122,304
LIABILITIES AND STOCKHOLDERS’ EQUITY
Current liabilities:
Income tax payable, due to affiliate ... § 80 $ 75
Total Habilitles .......ccoviiiiiiicieciiirice e e vnenenns 80 75
Stockholders' equity:
COMMON SEOCK ..o e cveecrnres e s seess e s s ranerasasanesesseseesse o neas 114 113
Additional paid-in-capital ......ccccovrivieeceninnir e 95,613 92,999
Retained eamings......covvvrvcceermrrrorecnrenir e 45,632 56,704
Less treasury StocK......cevniniiniinini e (27,851) (27.587)
Total stockholders' eqUity ..ooeove i 113,508 122,229
Total liabilities and stockholders' equity.................... e $ 113,588 $ 122,304
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SCHEDULE I (continued)

CONDENSED FINANCIAL INFORMATION
OF REGISTRANT

FINLAY ENTERPRISES, INC. - PARENT COMPANY
STATEMENTS OF CASH FLOWS
(in thousands)

Years Ended
February 2, February 3, January 28,
2008 2007 2006
CASH FLOWS FROM OPERATING ACTIVITIES
NEt INCOME (JOSS). .. cemeereriiiiiereeee vt cceiera e rrestsrerssasrsssrsssesteseessereeseanssteses ssvsras $(10,049) $ 4,408 $ (55,736)
Adjustments to reconcile net income (loss) to net cash provided
by (used in} operating activities:
Equity in (income) 10ss of subsidiaries......c.evivivicivinornnnncrrcrnreninnin 10,054 (4,400) 55,765
Payment of dividends from affiliate .........cocevmveriiiinrcnnsees e - - (3,000)
Changes in operating assets and liabilities:
Increase in accrued labilities.......c..ooovveviiiiiicie e 205 189 1,032
NET CASH PROVIDED BY(USED IN) OPERATING ACTIVITIES.. 210 197 (1,939)
CASH FLOWS FROM FINANCING ACTIVITIES
Purchase of treasury SIOCK. .. ..coocivvveiieiceeeeeenrrvsrecceeeereesre s e sae e se e sseebessnanes (264) {188) -
Stock OpPLIONS EXETCISEd ....covvverieeirre e e s - 8 146
NET CASH PROVIDED BY (USED IN) FINANCING ACTIVITIES (264) (180) 146
INCREASE (DECREASE) IN CASH AND CASH EQUIVALENTS... (54) 17 {(1,793)
CASH AND CASH EQUIVALENTS, BEGINNING OF YEAR ......cccoceunnen. 710 693 2,486
CASH AND CASH EQUIVALENTS, END OF YEAR ......coviviieecrre e $ 656 $ 710 $ 693
SUPPLEMENTAL DISCLOSURE OF CASH FLOW INFORMATION
INterest reCeived....oin oo ersreeee e e et e neeanetes § a0 $§ an $ (47)
INCOME tAXES PAI .cvvviiereeccceiiei e ss e sttt e easa s e $ 1 $ 55 $ 30
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SCHEDULE 1 (continued)

NOTES TO CONDENSED FINANCIAL
INFORMATION OF REGISTRANT

FINLAY ENTERPRISES, INC. - PARENT COMPANY

ACCOUNTING POLICIES:

Certain information and footnote disclosures normally included in financial statements prepared in
conformity with generally accepted accounting principles have been condensed or omitted. Accordingly,
these financial statements should be read in conjunction with the consolidated financial statements of
Finlay Enterprises, Inc. in its 2007 Annual Report on Form 10-K.

The investment in our subsidiary is carried on the equity basis, which represents amounts invested less
dividends received plus or minus our equity in the subsidiary’s income or loss to date. Significant
intercompany balances and activities have not been eliminated in this unconsolidated financial
information.

—
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